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Por-tal-o-ci-ty 


- (noun) The inescapable force that attracts and keeps 
clients with firms that offer the convenience and 
security of online portal services. 


MON VENIENCE... 
BEYOND DEFINITION. 


NETCLIENT CS* 

When you've been helping accounting professionals implement client portals 
for as long as we have, you understand that the power goes far beyond posting 
documents and exchanging files. Advanced features like online billing and 
payment collection, remote payroll data entry and check printing, and 

24/7 access to client bookkeeping software are powerful ways to attract, 
retain, and delight clients. So we've built them all into NetClient CS client 
portals and integrated them seamlessly with the CS Professional Suite’. 


If you'd like to reap the benefits that come with nearly a decade of client portal 
experience, we'd like to have a word with you. 


PUT IN A GOOD WORD... 


View our full list of unique definitions, tell us your favorites, 
and contribute your own at CS.ThomsonReuters.com/Words. 





Or contact us at 800.968.8900 or CS.Sales@ThomsonReuters.com. 
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WHO'S GROWING WITH US 


- The Big 4 and Global 7 accounting firms. 
- 97 of the top 100 accounting firms. 
- More than 1,500 accounting 
firms, alliances, corporations, 
government agencies, 


societies and 


universities. 





PREPARED FOR , 


Becker Professional Education offers two powerful ways to develop 
your people and enhance the value of your organization. 


CPA Exam Review 
- More than 400,000 candidates have passed the CPA Exam with Becker. 


- Students who prepare with Becker pass the exam at double the rate 
of non-Becker candidates* 


Continuing Professional Education 

- Covers the critical topics your people need to know such as 
IFRS, revenue recognition and fair value. 

- Two convenient formats: webcast and on-demand 





BECKER 


Visit becker.com to learn more 
PROFESSIONAL EDUCATION 


*Becker Professional Education students pass at twice the rate of all CPA exam candidates who 
did not take a review course from Becker, based on averages of AICPA-published pass rates. Data 


verified by an independent, third-party firm. 
©2010 Becker Professional Development Corporation. All rights reserved. ACCOUNTING | FINANCE | PROJECT MANAGEMENT 





FREE WHITEPAPER: Visit CCHGroup.com/Workflow 

to download our latest whitepaper: Evaluating Tax 
Provisioning Solutions. Break through the myths to 
find the right solution for your company 
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341 BUSINESS & INDUSTRY 

How to Land an SBA Loan 

by Ron Box, CPA/CITP/CFF 

Many businesses may be taking a fresh 
(or first) look at U.S. Small Business 
Administration-backed loans since con- 
ventional credit remains tight. Get the 
basics on the most common SBA pro- 
grams and what's involved in securing 
the funding. 


> For CPAs in business and industry and those 
advising small businesses {;2 








38 | BUSINESS & INDUSTRY LG 
Corporate Finance Salary Outlook 

by Connie R. Gentry 

Get benchmarking data to compare base 
BUSINESS & INDUSTRY pay for corporate finance jobs in your 


Peeuamo diane: Navivatined hrowugly | oeatcton, and read about the post 
tions with the biggest projected pay 








22 


Today’ Ss Uncertain World gains in this analysis of salaries and the 
by David A.J. Axson job market. 
Scenario planning is a way of understanding forces such as demographics, globaliza- | > For CPAs in business and industry 
tion, technological change and environmental sustainability that will shape the future, 
and harnessing them to plan for risk. This article, based on an AICPA-sponsored 38 ® 
Management Accounting Guideline, introduces the types of scenarios you should ie 


consider and provides tips for getting started with scenario planning. il 
& For CPAs in business and industry 


TAX / BUSINESS & INDUSTRY 
Act 2 for Business Tax Incentives 





by Douglas M. Sayuk, CPA; Matthew H. Fricke; and Shamen R. Dugger, Esq., CPA ia ri 
A brace of recently enacted laws gives businesses a lot to applaud, especially if T 
those businesses can combine certain provisions. Here are some of the most benefi- am a tiny 
cial strategies, with accounting treatment for companies of several profiles of prof- A 
itability and loss. | 


> For CPAs who advise business on taxes and accounting 


www.journalofaccountancy.com March 2011 Journal of Accountancy 3 





ARTICLES 


BANS 


44 | PRACTICE MANAGEMENT / 
TECHNOLOGY 

LinkedIn Tips for CPAs 

by Robin M. Hensley 

Whether in the hands of a sole practi- 
tioner or as a strategy for a large CPA 
firm, LinkedIn can be a useful tool for 
accountants to grow their business and 
stay on top of industry trends. This arti- 
cle provides tips and examples from 
firms that have achieved success using 


this social media outlet. 
> For all CPAs, especially those in public practice 


48 | PRACTICE MANAGEMENT / 
TECHNOLOGY 

Are You Linked In?: An 
Introduction to the Social Media 


Tool 
by Caroline O. Ford, CPA, Ph.D., 
and Justin Lim 


This article serves as a primer for 
accountants to learn the ins and 
outs of LinkedIn and can be used as 





CONTENTS 


an additional resource on how to 
benefit from using LinkedIn from a 


business perspective. 
> For all CPAs, especially those in public 
practice 
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Everybody knows 
spreadsheets can be full 
of hidden, costly mistakes. 


That’s why BlackLine replaces 
spreadsheet processes for: 


¢ Account reconciliations 

¢ Manual journal entries 

* Close task management 

¢ Transaction matching 

¢ Variance analysis 

* Consolidation system tie-outs 


So instead of bullsheets you get bulls-eyes every time. 


NoMoreBullsheet.com or call 888.999.6607 NO BLACKLINE 
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B FEATURED INTERVIEW 
Combating IT Security Threats 
IT security threats are constantly evolving, so an.organi- 





SOCIAL MEDIATIP zation’s response must also evolve and stay ahead of the 
game. In this interview, David Cieslak, CPA/CITP, princi- 
Twitter for Business Resources pal at Arxis Technology, explores current security threats 
Twitter created a comprehensive and discusses how the latest products and technologies 


can be applied to practically and effectively combat them. 
Also on journalofaccountancy.com, read tips for cre- 
ating a strong data security policy and learn steps that 
.can help you avoid falling victim to electronic funds 
transfer fraud. 


“Twitter for Business” site, locat- 
_ ed at business.twitter.com. 

_ Firms or businesses not famil- 
iar with Twitter's functionality and 
_ features can use the “Learn the 
_ Basics” articles, which include a 
ak ‘Twitter Glossary and list of best : ONLINE EXTRAS 

_ practices, plus tips and tools for 





fh using Twitter on a mobile device. ®@ VIDEO 
_ Those who are active Twitter New 1099 Issues and Changes 
users or are familiar with its fea- In this installment of the “Washington Update” video se- 
tures and functionality will find ries, Edward Karl, CPA, vice president—Taxation at the 
tae the “Optimize Your Activity” sec- AICPA, discusses recent developments concerning rules 


tion helpful. It includes case stud- for IRS Form 1099-MISC. 


_ les on customer service, building 





hs i ARTICLE 
oon and Ce nee Save Time and Trouble With General Asset Accounts 
Devomess, as well as information on This how-to article by Gregory L. Buhrow, CPA, MBA, 
__ widgets and API integration. provides discussion, a case study and an interactive 
_ There is also a new “Twitter for spreadsheet for weighing the pros and cons of this spe- 
Business” feed, which posts cial depreciation election. 
_ helpful tips and news for busi- 
nesses, community groups, or- lf ARTICLE 


The 20 Most Popular Stories of 2010 

Use this list of 2010’s most popular JofA articles to catch up 

on important news you may have missed in the past year. It in- 

cludes the Top 10 most-read articles from the JofA’s monthly 

print edition, plus the Top 10 most popular online-only news ar- 

click “Follow:’ ticles posted exclusively on journalofaccountancy.com in 2010. 
For more social media tips, 


visit facebook.com/Journalof 
Accountancy and click the “Tips” WEBSITE AWARDS 


tab. 
® 2010 Silver Medal: Best B2B Website 
Tabbie Awards; Trade, Association and Business Publications International 
_ © 2010 Silver: Association/Non-Profit Website 
Eddie Awards; Folio: magazine 


ganizations and schools. To 

follow @TwitterBusiness, sign in 

to your Twitter account and visit 
_ twitter.com/twitterbusiness, then 








—By Megan Pinkston (mpinkston@aicpa.org), 
the JofA’s senior online editor. 
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Thanks to WebFilings’ fully integrated, end-to-end solution, Stephanie’s SEC reporting team is 


now in complete control of their SEC reporting process ... and was able to toss their antacids. 


WebFilings empowers the reporting team to work in the report 
simultaneously with no risk of version issues. Innovative, 

collaborative and robust features ensure that all impacted data 
and text automatically update throughout the entire report. Yet 


the user interface is familiar, accountant-friendly and intuitive. 


Integrated XBRL and EDGAR tools also give Stephanie's 
team total control all the way through SEC filing — for far 


info@webfilings.com 
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less than they'd pay their old ) d 


solution provider. 





While Stephanie is fictitious, her 
experience with WebFilings is typical & 
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of our many customers. View a real case 
study at www.webfilings.com/stephanie2 


or call us to schedule a personal demonstration. 


webfilings.com 888-275-3125 @webfilings 





Contributing AUTHORS 


@ Scenario Planning: Navigating Through Today’s Uncertain World page 22 


David A.J. Axson is an author and frequent speaker on business performance management. His most recent book, 
The Management Mythbuster, was published in January 2010. He is also the author of Best Practices in Planning and 

s Performance Management. He spent 12 years with The Hackett Group, of which he was a co-founder and COO. Prior 
to moving to the United States in 1991, he held management positions at A.T. Kearney; Deloitte, Haskins & Sells; 
and Lloyds Bank in London. He has degrees in accounting and computer science from the University of Leeds in 
England. 





@ Act 2 for Business Tax Incentives page 28 


Douglas M. Sayuk, CPA, is a partner at Clifton Douglas LLP in San Jose, Calif., where he provides tax services to 
businesses, particularly in accounting for income taxes, federal and state tax compliance, and tax function 
management. After graduating from the University of Texas at Austin with highest honors, he worked in the San Jose 
office of PricewaterhouseCoopers prior to founding Clifton Douglas. He has written articles for accounting and tax 
publications including in the JofA (with Matthew H. Fricke and Shamen R. Dugger) “2010 Small Business Jobs Act: 
Good for Big Business” (Dec. 2010, page 30). 





Matthew H. Fricke is a partner at Clifton Douglas LLP in San Jose, Calif. He has been involved in the public 

/) accounting management of large companies as well as newly formed corporations and startup entities. His business 
|) specialties include corporate deferred tax accounting, tax internal control implementation and domestic compliance. 
“4 Previously, he was a lead tax manager in PricewaterhouseCoopers’ San Jose office. He has written for accounting and 
tax publications including in the JofA (with Douglas M. Sayuk and Shamen R. Dugger) “2010 Small Business Jobs 
Act: Good for Big Business” (Dec. 2010, page 30). 





| Shamen R. Dugger, Esq., CPA, is a director of Clifton Douglas LLP in San Jose, Calif. She has assisted companies in 
= | complex income tax issues. She worked previously as a tax director for PricewaterhouseCoopers in San Jose, Calif., 
= # | focusing on accounting for income taxes, return preparation and special projects. She is licensed to practice law in 

! California and is a licensed CPA in California. Her articles include (with Douglas M. Sayuk and Matthew H. Fricke) 
“2010 Small Business Jobs Act: Good for Big Business” (JofA, Dec. 2010, page 30). 





@ How to Land an SBA Loan page 34 


Ron Box, CPA/CITP/CFF, CISSP, is the CFO of Birmingham, Ala.-based Joe Money Machinery Co., a heavy 
construction equipment dealer with five locations in the Southeast. Previously, he worked for one of the largest banks 
in the United States. 








@ Corporate Finance Salary Outlook page 38 





Connie R. Gentry is a communications consultant and a contributing editor for a number of organizations and 

publishers. In addition to writing for business publications such as the JofA, she is a corporate communications 

F) consultant for a Boston-based global finance firm and a strategic account director for a public relations firm in North 

f Carolina’s Research Triangle Park. Additionally, she contributes editorial content to a retail news magazine, covering 
all aspects of the corporate retail enterprise including finance. 


(Continued on page 12) 





10 Journal of Accountancy March 2011 www.journalofaccountancy.com 


nning of aw le new level of tremsiarency, control and strategic a io! n Supp t. 





Learn more by visiting the 


Vv 
Vertex Enterprise” Resource Center verlex 
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CONTRIBUTING AUTHORS 


(Continued from page 10) 
@ Linkedin Tips for CPAs page 44 
Robin M. Hensley is a business development coach. She is founder and president of Raising the Bar, a coaching 


company focused on developing high-achieving lawyers, CPAs and other professional service providers. She is author 


of Raising the Bar: Legendary Rainmakers Share Their Business Development Secrets. She is a director and the audit 





committee chair for Superior Uniform Group, a company listed on NASDAQ. She was on the audit and consulting 
staff with Ernst & Young; and served in marketing and business development positions with the Atlanta law firms 
Kilpatrick Stockton and Swift, Currie, McGhee & Hiers. 


@ Are You Linked In?: An introduction to the Social Media Tool page 48 


Caroline O. Ford, CPA, Ph.D., is an assistant professor of accounting at Baylor University, where she teaches 


accounting research and communication to undergraduate accounting majors. She specializes in behavioral 





accounting research with emphasis on auditor judgment and decision making. She has written previously (with 
C. William Thomas) in the JofA on the FASB Accounting Standards Codification (“Test-Driving the Codification,” 
Dec. 2008, page 62). 


Justin Lim is a master of taxation graduate student at Baylor University. He will intern with UHY Advisors 


during the spring 2011 tax season and plans to graduate in summer 2011. 
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Accounting Trends & Techniques alse 
Techniques 


Provides the presentation and disclosure guidance you need to navigate 
the reporting complexities within GAAP and apply current best practices. 
Illustrations from the financial reports of some of the nation’s most notable 
companies help you prepare and analyze financial statements. 


0099010 ee 
AICPA Member: $135.00 \ Nonmember: $168 BB 





te 

° EDITION 

IFRS Accounting Trends & Techniques < ' 
Provides a close look at the reporting practices of 160 international companies Accounting 


that have already tackled the conversion to IFRS. Descriptive narratives include Wail & 
comparisons of the reporting requirements under IFRS and U.S. GAAP. Boles 


0099110 
AICPA Member: $135.00 | ee $168.75 


cpa2biz.com | 888.777.7077 
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Financial Management 
and Accounting 
Applications 


Paperless Bill 
Management 
Solution 
















Secure Online 
Audit Confirmations 


New cloud-based technologies are replacing the traditional way of provide cloud computing solutions that can address critical 


doing business, and in the process, literally transforming the way functions within your firm, such as core accounting services, 
accounting firms will service clients for years to come. Firms of all bill management, tax preparation workflow, cash flow analysis 
sizes have not only seen their productivity improve, but have and more. All of which allows you to maintain your competitive 
developed more profitable ways to engage their clients as well. edge, be more productive, collaborate better with your clients 
The AICPA Trusted Business Advisor™ Solutions from CPA2Biz and foster growth and profitability long into the future. 





Learn more. Go to 
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A subsidiary of the AICPA 
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Every client is different, but they all have one thing in common. To stay successful, 
they need to focus on running their businesses and not navigating payroll 
complexities, healthcare insurance and new tax regulations. 





Join the more than 20,000 CPA firms that have broadened 


their service offerings and enhanced their roles as 
trusted business advisors by referring their clients to Paychex. Wc Tena 
Aha held 


Participation is free and there is no obligation. Enroll online at 
www.cpa2biz.com/paychex, by phone at 877.534.4198 

or through your local Paychex representative. sale ue 
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News Digest 


AUDITING 

@ The PCAOB proposed for public com- 
ment a temporary rule to establish an in- 
terim inspection program for registered 
public accounting firms’ audits of bro- 
kers and dealers, while the board con- 
siders the scope and other elements of a 
permanent inspection program, consis- 
tent with the Dodd-Frank Wall Street Re- 
form and Consumer Protection Act. The 
board also proposed rules related to as- 
sessing and collecting a portion of its ac- 
counting support fee from brokers and 
dealers to fund PCAOB oversight of the 
audits. Certain amendments to existing 
funding rules for issuers were also pro- 
posed for public comment. 

Under the temporary rule, the board 
would begin to inspect auditors of brokers 
and dealers and identify and address with 
the registered firms any significant issues 
in those audits. The board said in its press 
release that it expects insights gained 
through the interim program to inform the 
eventual determination of the scope and 
elements of a permanent program. The 
board said it expects to propose rules for 
a permanent program after no more than 
two years of an interim program. While the 
interim program is in place, the board said 
it would at least annually provide public 
reports on the program’s progress and sig- 
nificant issues identified, but that it would 
not expect to issue firm-specific inspection 
reports before the scope of a permanent 
program is set. 

The proposed temporary rule says it 
would not change anything about the rules 
or standards that govern audits of broker- 
dealers. The PCAOB said that, as the SEC 
has previously explained, its rules contin- 
ue to require those audits to be carried out 
under GAAS (generally accepted auditing 
standards). 
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@ Following years of advocacy efforts and a legal battle, CPAs received 
a permanent exemption from the Federal Trade Commission’s Red 
Flags Rule with President Barack Obama’s December signing of the Red 
Flag Program Clarification Act of 2010. 

The Red Flags Rule, which was released Nov. 9, 2007, under the Fair and Ac- 


curate Credit Transactions Act of 2003, requires businesses and organizations with- 


in its scope to implement a written identity theft prevention program to detect 
warning signs of identity theft in their day-to-day operations. Enforcement of the 
rule has been postponed numerous times—most recently until Dec. 31, 2010— 
since the original Nov. 1, 2008, effective date. 
The rule applies to what it calls “financial institutions” and “creditors.” However, 
according to the FTC website, the definition of “creditor” in the rule is broad, and 
includes businesses or organizations that regularly provide goods or services first 


and allow customers to pay later. As examples, the FTC says utilities, health care _ 


providers, lawyers, accountants, and other professionals, and telecommunications 
companies may fall within the definition. 


i The Social Security Administration issued a final rule that limits ben- 
eficiaries’ ability to stop their Social Security retirement payments, 
repay their cumulative past benefits, and start receiving higher pay- 
ments available to older applicants. The SSA said the restrictions were nec- 
essary to prevent abuse of the option, which has been called the “do-over” (see 
“Social Security for Two,” JofA, Jan. 2009, page 30) and to protect the solvency of 
the Social Security Trust Fund. 

Effective Dec. 8, 2010, the date of the final rule (RIN 0960-AH07, docket no. 
SSA 2009-0073), recipients of retirement benefits may cancel them only once dur- 
ing their lifetimes and only within the first 12 months after they begin receiving 

(Continued on page 17) 





The board proposed that the account- 
ing support fee be based on “tentative net 
capital,” which, under the SEC’s rules, is net 
capital before deducting certain securities 
haircuts and charges for certain commodi- 
ties transactions (according to SEC Rule 
15c3-1(c)(15)). Because those deductions 
depend on types of investments and trans- 
actions the broker or dealer may elect to 
enter during the period, the board said ten- 
tative net capital is considered to be a more 
consistent measure than net capital. 

The PCAOB said 4,600 brokers and 
dealers are registered with the Financial 


Industry Regulatory Authority (FINRA). 
Approximately 86% of FINRA brokers 
and dealers have tentative net capital of 
less than $5 million, and those 86% ac- 
count for only approximately 1.1% of the 
industry’s total tentative net capital. The 
remaining 14% of brokers and dealers 
hold the other 98.9% of the industry’s 
tentative net capital, with only about 33 
FINRA brokers and dealers holding ap- 
proximately 80%. Therefore, the board 
has proposed that a class of brokers and 
dealers, each with tentative net capital of 
less than $5 million, pay no portion of the 
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accounting support fee. The board said 
that this would leave about 640 of 4,600 
FINRA-registered brokers and dealers to 
pay a share of the accounting support fee. 

The temporary rule proposal is available 

at tinyurl.com/32wuuxq; the accounting 
support fee proposal is available at tinyurl. 
com/3Qvjxuv. The comment period closed 
Febxlo: 
M@ The PCAOB has entered into a cooper- 
ative agreement with the Professional Over- 
sight Board (POB) in the United Kingdom 
to facilitate cooperation in the oversight of 
auditors and public accounting firms that 
practice in the two regulators’ respective 
jurisdictions. 

This agreement provides a basis for the 
resumption of PCAOB inspections of reg- 
istered accounting firms that are in the 
U.K. and that audit, or participate in au- 
dits, of companies whose securities trade 
in U.S. markets. From 2005 to 2008, the 
PCAOB conducted inspections in the U.K. 
with the POB, but has been blocked from 
doing so since then. 

This cooperative agreement, which was 
announced Jan. 10, is the first that the 
PCAOB concluded since the Dodd-Frank 
Wall Street Reform and Consumer Protec- 
tion Act was signed into law by President 
Barack Obama in July 2010. Dodd-Frank 
amended the Sarbanes-Oxley Act to per- 
mit the PCAOB to share confidential in- 
formation with its non-U.S. counterparts 
under certain conditions. 

The PCAOB is working with other 
oversight bodies in several non-US. ju- 
risdictions to establish similar coopera- 
tive arrangements, according to Rhonda 
Schnare, PCAOB director of international 
affairs. 


FINANCIAL REPORTING 
M@ The AICPA’s Financial Reporting Exec- 
utive Committee (FinREC) commented on 
FASB’s Proposed Accounting Standards 
Update, Leases. The exposure draft was de- 
veloped jointly with the International Ac- 
counting Standards Board (IASB). 
FinREC said it supports the boards’ 
overall objective to develop a single ap- 
proach to lease accounting and to require 
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assets and liabilities arising under leases to 
be recognized in lessees’ statements of fi- 
nancial position. However, FinREC be- 
lieves there are fundamental application 
issues not addressed by the ED, and revi- 
sions that need to be made to various as- 
pects of the boards’ proposal, including 
those related to the right-of-use approach 
to lessee accounting. 

The FASB proposal would result in a 
single “right-of-use” approach applied con- 
sistently to lease accounting for lessees and 
lessors. Among other changes, the ap- 
proach would result in the liability for pay- 
ments under all lease contracts within the 
scope of the standard and the right to use 
the underlying asset being included on the 
lessee’s balance sheet. The standard setters 
say the changes would improve the infor- 
mation available to investors and other 
financial statement users about the eco- 
nomics surrounding lease contracts. 

Unlike FASB’s discussion paper, Leases: 
Preliminary Views, published in March 2009, 
which focused primarily on lessee account- 
ing, the ED, Leases, would result in changes 
on both sides of a lease transaction. A les- 
sor would apply either a performance obli- 
gation approach or a derecognition 
approach. “The majority of FinREC mem- 
bers do not support the boards’ hybrid (lease 
classification) approach to lessor account- 
ing—instead they support the derecognition 
approach as the single lessor accounting 
model,” FinREC said in its comment letter. 

The proposal includes simplified ac- 
counting for short-term leases—leases 
having a maximum term of 12 months or 
less. The simplified accounting would 
allow lessees to ignore the effects of inter- 
est on the recorded assets and liabilities 
and allow the lessee to record the liabili- 
ty for lease payments at the undiscounted 
amount for lease payments. The simplified 
accounting would allow the lessor not to 
recognize assets or liabilities arising from 
a short-term lease, nor derecognize any 
portion of the underlying asset. 

In its comment letter, FinREC said, “We 
do not support the boards’ approach to ac- 
counting for lease renewal options and 
contingent rents. We believe that the lease 





term should be defined as the lessee’s 
(lessor’s) best estimate of the lease term. 
We believe contingent rents and expected 
payments under residual value guarantees 
should be included in the measurement of 
assets and liabilities based on manage- 
ment’s best estimate of payments to be 
made (received) under the lease.” 

@ FASB proposed to delay indefinitely the 
effective date of new disclosures about 
troubled debt restructurings in Account- 
ing Standards Update (ASU) no. 2010-20 
(tinyurl.com/270k7ug) for public-entity 
creditors. The new standard was sched- 
uled to become effective for interim and 
annual reporting periods ending on or 
after Dec. 15, 2010. 

The board said the proposal is a re- 
sponse to constituents’ concerns that the 
introduction of new disclosure require- 
ments (paragraphs 310-10-50-31 through 
50-34 of the FASB Accounting Standards 
Codification) about troubled debt re- 
structurings in one reporting period fol- 
lowed by a change in what constitutes a 
troubled debt restructuring shortly there- 
after would be burdensome for preparers 
and may not provide financial statement 
users with useful information. 

The delay would apply to all public-en- 
tity creditors that modify financing re- 
ceivables within the scope of the disclosure 
requirements about troubled debt re- 
structurings in ASU no. 2010-20. For non- 
public entities, the disclosures would still 
be scheduled to go into effect for annual 
reporting periods ending on or after Dec. 
1532.0 bi: 

The amendments are included in 
Proposed ASU, Receivables (Topic 310): 
Deferral of the Effective Date of Disclosures 
about Troubled Debt Restructurings in Up- 
date No. 2010-20 (tinyurl.com/35a75fe). 
FASB said constituents asked the board to 
defer the effective date of the disclosure 
requirements for public entities about 
troubled debt restructurings in ASU no. 
2010-20, Receivables (Topic 310): Disclo- 
sures about the Credit Quality of Financing 
Receivables and the. Allowance for Credit 
Losses, to be concurrent with the effective 
date of the guidance for determining what 
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constitutes a troubled debt restructuring, 
as presented in the Proposed ASU, Re- 
ceivables (Topic 310): Clarifications to Ac- 
counting for Troubled Debt Restructurings 
by Creditors (tinyurl.com/2d3hv25). 

The board said the delay would give it 
time to complete its deliberations on what 
constitutes a troubled debt restructuring. 
The effective date of the new disclosures 
about troubled debt restructurings for 
public entities and the guidance for de- 
termining what constitutes a troubled debt 
restructuring would then be coordinated. 
The board said the guidance for deter- 
mining what constitutes a troubled debt 
restructuring is likely to be effective for in- 
terim and annual periods ending after June 
157201 1. 

The comment period closed Dec. 24. 
@ FASB issued an Accounting Standards 
Update (ASU) that it said should end a “di- 
versity in practice” in the disclosure of pro 
forma revenue and earnings for business 
combinations. The ASU says that, if com- 
parative financial statements are present- 
ed, the pro forma revenue and earnings of 
the combined entity for the comparable 
prior reporting period should be report- 
ed as though the acquisition date for all 
business combinations that occurred dur- 
ing the current year had been as of the be- 
ginning of the comparable prior annual 
reporting period. 

The amendments are contained in ASU 
2010-29, Business Combinations (Topic 805), 
Disclosure of Supplementary Pro Forma In- 
formation for Business Combinations—a con- 
sensus of the FASB Emerging Issues Task Force 
(tinyurl.com/672zs7s). 

FASB Accounting Standards Codification 
paragraph 805-10-50-2(h) requires a pub- 
lic entity to disclose pro forma information 
for business combinations that occurred in 
the current reporting period, according to 
ASU 2010-29. The disclosures include pro 
forma revenue and earnings of the com- 
bined entity for the current reporting peri- 
od as though the acquisition date for all 
business combinations that occurred during 
the year had been as of the beginning of the 
annual reporting period. 

In practice, the ASU says, some pre- 
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(Continued from page 15) 
benefits. The rule also specifies that recipients who previously could obtain the 
same result by suspending their benefits retroactively now may make such sus- 
pensions only prospectively. 
Primary beneficiaries may start receiving benefits as young as age 62, but at only 
75% of benefits available to them at full retirement age (66, for applicants born be- 
tween 1943 and 1954). The percentage increases to 100% as applicants approach 
full retirement age. They may also delay applying past full retirement age up to age — 
70 and receive still higher benefits. Although the Social Security Act does not ex- 
plicitly permit it, a “longstanding policy” has allowed retirees to stop their bene- 
fits, repay them—without interest—and resume them at a higher amount. 
“Recent media articles have promoted the use of our application withdrawal 
process as a means for retired beneficiaries to increase their benefits or acquire an 
‘interest-free loan,’ ” the SSA said in describing the amended rules (Fed. Reg. 
75:235, page 76257, Dec. 8, 2010). The SSA said its field offices reported that such © 
withdrawals had increased in recent years. Other reasons recipients sometimes stop 
_ their benefits include continuing to work after they had planned to retire and there- 
by exceeding an annual earnings limit. 






reducing uncertainty regarding the finan- 
cial statement presentation of deferrals and 
their effects on a government’s net posi- 
tion. GASB said the proposal would pro- 
vide guidance where none existed. 

GASB said in a press release that the 
ED, Financial Reporting of Deferred Outflows 
of Resources, Deferred Inflows of Resources, 
and Net Position, proposes requirements for 
the reporting of deferred inflows of re- 
sources, deferred outflows of resources, 
and net position in a statement of finan- 
cial position. 

The proposed requirements would re- 
sult in amendments to the requirements 
of Statement no. 34, Basic Financial State- 
ments—and Management’s Discussion and 
Analysis—for State and Local Governments, 
and related pronouncements. GASB said 
that when Statement no. 34 was issued in 
1999, it required the presentation of as- 
sets, liabilities and net assets in a statement 
of financial position. However, in 2007, 
GASB issued Concepts Statement no. 4, 
Elements of Financial Statements, which 
identifies and defines five elements that 
make up a statement of financial position. 
Besides assets and liabilities, Concepts 
Statement no. 4 introduced the elements 
of deferred outflows of resources and 


parers have presented the pro forma in- 
formation in their comparative financial 
statements as if the business combination 
that occurred in the current reporting pe- 
riod had occurred as of the beginning of 
each of the current and prior annual re- 
porting periods. Other preparers have dis- 
closed the pro forma information as if the 
business combination occurred at the be- 
ginning of the prior annual reporting pe- 
riod only, and carried forward the related 
adjustments, if applicable, through the 
current reporting period. 

FASB said the amendments improve 
the usefulness of the pro forma revenue 
and earnings disclosures by requiring a de- 
scription of the nature and amount of ma- 
terial, nonrecurring pro forma adjustments 
that are directly attributable to business 
combinations. 

The amendments are effective prospec- 
tively for business combinations for 
which the acquisition date is on or after the 
beginning of the first annual reporting pe- 
riod beginning on or after Dec. 15, 2010. 
Early adoption is permitted. 





























GOVERNMENT 
@ GASB issued an exposure draft that it 
said would improve financial reporting by 
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deferred inflows of resources, and estab- 
lished the residual measure as net position, 
rather than net assets. For this reason, and 
because recent GASB pronouncements 
have either already addressed, or are ex- 
pected to address, transactions requiring 
the use of deferred outflows of resources 
or deferred inflows of resources, guidance 
is needed to address their presentation in 
financial statements, GASB said. 

The proposed Statement would be ef- 
fective for financial statements for peri- 
ods beginning after June 15, 2011, with 
earlier application encouraged. Account- 
ing changes adopted to conform to the 
provisions of this Statement would be ap- 
plied retroactively. The ED is available at 
tinyurl.com/32sup7s. The comment pe- 
riod closed Feb. 25. 


INTERNATIONAL 

Mi In its response to a recent European 
Commission (EC) green paper, Audit Poli- 
cy: Lessons from the Crisis, the AICPA said 


Gifts to Uncle Sam 
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that any resulting recommendations for im- 
provements to the audit profession should 
be subject to robust cost/benefit analyses 
and impact assessments. The Institute also 
challenged any implication that the “audit 
profession somehow contributed to the fi- 
nancial crisis.” 

The EC’s green paper is available at 
tinyurl.com/26abdtw. The AICPA’s re- 
sponse to the green paper is available at 
tinyurl.com/28gsv4e. 

The AICPA agreed that the “audit pro- 
fession plays an important role in main- 
taining trust and confidence in the capital 
markets” and that “there may be lessons 
learned that could possibly improve the 
role and quality of the audit.” The AICPA’s 
letter, which was signed by Board Chair- 
man Paul Stahlin and President and CEO 
Barry Melancon, also said that many of the 
issues addressed in the green paper need 
to be considered in the broader context of 
the responsibilities of regulators, audit 
committees and boards of directors and 


The U.S. Treasury's Bureau of the Public Debt accepts gifts to help pay down the 
national debt. The $2,840,466.75 received in fiscal 2010 was equal to the amount of 
new debt the government incurred, on average, every 55 seconds during the fiscal year 
ending Sept. 30, 2010. 


Gifts Received (in $ millions) 


2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 


Source: U.S. Treasury Department, tinyurl.com/6mm86u. 








the roles they play with respect to high- 
quality audits. The AICPA also noted that 
the EC should take into account the glob- 
al marketplace in which audits are con- 
ducted and recognize that any measures 
implemented in the European Union will 
very likely impact audit practice and reg- 
ulatory regimes outside the EU. 

The green paper said that, in the after- 
math of the global financial crisis, “limit- 
ed attention has been given so far to how 
the audit function could be enhanced in 
order to contribute to increased financial 
stability.” The paper addresses issues in the 
following areas: (1) the role of the auditor; 
(2) governance of independence of audit 
firms; (3) supervision; (4) concentration 
and market structure; (5) creation of a Eu- 
ropean market; and (6) simplification for 
small and medium-size enterprises and 
practitioners. 

The AICPA said that any discussion of 
audit quality processes should consider 
users’ needs of the audit and their will- 
ingness to absorb the added costs for in- 
cremental increases in quality, stressing the 
need for a balance between the addition- 
al costs of audit enhancements and the re- 
sulting benefits to users of audits. 

The AICPA said that certain measures 
the green paper recommended to enhance 
independence (such as prohibitions of 
nonaudit services by auditors, appoint- 
ment of the auditor by third party, and 
mandatory firm rotation) are unnecessary 
and that the existing safeguards and pro- 
hibitions contained in the International 
Ethics Standards Board for Accountants 
(IESBA) Code of Ethics for Professional Ac- 
countants are sufficient to ensure auditor 
independence. The Institute argues that 
“some of these measures may actually un- 
dermine audit quality.” 

The comment letter cited several stud- 
ies that show that mandatory audit firm 
rotation “is not a desirable approach and 
can result in significant costs and ineffi- 
ciencies for companies and their share- 
holders.” The AICPA believes that existing 
safeguards and restrictions, including ro- 
tation of the key audit partner for listed 
entities, are sufficient to safeguard auditor 
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independence. 

While the AICPA recognized that cer- 
tain nonaudit services may result in threats 
to independence that cannot be mitigated, 
such as taking on management responsi- 
bilities, it argued that many nonaudit serv- 
ices do not impose a significant threat 
provided appropriate safeguards are im- 
plemented. The AICPA also listed the fol- 
lowing factors in favor of having auditors 
perform nonaudit services: 

1. The diversity of skills offered by firms 
enhances quality and efficiency of the 
audit and nonaudit services performed; 

2. A prohibition of nonaudit services could 
result in clients’ losing the breadth of 
knowledge and skills offered by multi- 
disciplinary firms; and 

3. The opportunity to offer nonaudit serv- 
ices within a firm enhances the re- 
cruitment and retention of high-quality 
professionals. 

The EC noted a concern for the sys- 
temic risk inherent in a market dominat- 
ed by the Big Four audit firms, whose 
market share of audits for listed companies 
“exceeds 90% in a vast majority of EU 
member states.” The green paper warns 
that “[t]he market appears to be too con- 
centrated in certain segments and denl|ies] 
clients sufficient choice when deciding on 
their auditors.” 

While the AICPA said it does not sup- 
port the mandatory formation of audit 
firm consortiums, the Institute said the 
EC “should continue its focus on meas- 
ures that will assist small and medium- 
size practitioners (SMPs) with entering 
the audit market but refrain from taking 
any action where it intervenes directly in 
the market since such actions have un- 
intended consequences.” 

With regard to promoting SMP growth 
in the market, the AICPA recommended 
that the EC consider: 

1. Public disclosure of third-party agree- 
ments that limit auditor choice; 

2. Including representatives of small audit- 
ing firms in committees, public forums, 
fellowships and other engagements; and 

3. Addressing other barriers to audit firm 
growth such as liability risks and the 
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ability to obtain adequate liability in- 
surance. The AICPA said that, although 
SMPs in the U.S. currently have access 
to commercially available liability in- 
surance, the substantial expansion of 
these firms could result in increased in- 
surance costs and could ultimately re- 
sult in insurers’ being unwilling to 
provide coverage to these firms. 

The Institute also expressed support for 
mutual recognition agreements (MRAs) 
among accounting bodies and regulators 
to provide cross-border audit rights, which 
it said are critical to the facilitation of cross- 
border mobility of auditors. The AICPA 
also noted that it is imperative that regu- 
lators across the globe work together to- 
ward a common oversight and regulatory 
framework with reliance placed on the 
home country regulator. 

The IASB issued amendments to IAS 12, 
Income Taxes, and what it called “narrow 
amendments” to IFRS 1, First-time Adoption 
of International Financial Reporting Standards. 

The amendments to IAS 12 were pro- 
posed in an exposure draft in September. 

IAS 12 requires an entity to measure 
the deferred tax relating to an asset de- 
pending on whether the entity expects to 
recover the carrying amount of the asset 
through use or sale. The IASB said in a 
press release that it can be difficult and 
subjective to assess whether recovery will 
be through use or through sale when the 
asset is measured using the fair value 
model in IAS 40, Investment Property. The 
IASB said the amendment provides a 
practical solution to the problem by in- 
troducing a presumption that recovery of 
the carrying amount will normally be 
through sale. 

As aresult of the amendments, SIC-21, 
Income Taxes—Recovery of Revalued Non- 
Depreciable Assets, will no longer apply 
to investment properties carried at fair 
value. The amendments also incorporate 
into IAS 12 the remaining guidance pre- 
viously contained in SIC-21, which is 
withdrawn. 

The amendments to IFRS 1 were pub- 
lished as separate EDs in August and Sep- 
tember. They include replacing references 


to a fixed date of “1 January 2004” with 
“the date of transition to IFRSs,” eliminat- 
ing the need for companies adopting IFRS 
for the first time to restate derecognition 
transactions that occurred before the IFRS 
transition date. 

The amendments to IFRS 1, set out in 
Severe Hyperinflation and Removal of Fixed 
Dates for First-time Adopters, are effective 
from July 1, 2011. Earlier application is 
permitted. 

Visit ifrs.org for more details. 


FYI 

@ Leslie E Seidman was named FASB 
chairman on Dec. 23. She had been act- 
ing chairman since the retirement of 
Robert Herz on Sept. 30 and has been a 
FASB member since 2003. 

@ The SEC appointed James Doty PCAOB 
chairman and named Jay Hanson and Lewis 
Ferguson members of the board. Doty is a 
Washington-based securities lawyer and a 
former SEC general counsel. Ferguson, also 
a Washington securities lawyer, served for 
more than three years as the PCAOB’s first 
general counsel. Hanson is a partner and the 
national director of accounting at 
McGladrey & Pullen LLP in Bloomington, 
Minn., with responsibility for leading the 
firm’s accounting standards group. He is 
chair of the AICPA’s Financial Reporting Ex- 
ecutive Committee and a member of FASB’s 
Emerging Issues Task Force. ~ 


CORRECTIONS & CLARIFICATIONS 
@ Inthe January 2011 issue, the “Filing 
Season Quick Guide—Tax Year 2010” 
misstated the first-time homebuyer cred- 
it for some married taxpayers. It should 
have said the credit is $4,000 for mar- 
ried taxpayers filing separately. 

@ The February 2011 article “Tax Prac- 
tice Comer: Multistate Tax Considera- 
tions for S Corporations” listed Louisiana 
among states that “tax S corporations 
in the same manner as C corpora- 
tions.” However, Louisiana allows an S 
corporation to exclude from taxable in- 
come the percentage of its net income 
on which its shareholders have paid 
Louisiana taxes. 


March 2011 Journal of Accountancy 19 





WY Dont sell ... do share. Selling ac- 
counting services on your blog or in 
status updates is the No. 1 faux pas. 
Rather, educate and share related 
links. By highlighting your breadth of 
expertise, readers will ask you ques- 
tions that will lead to more billable 
hours. Likewise, comment on others’ 
blog articles, status updates and 
group discussions. Invite them to 
e-mail or phone you, to avoid privacy 
or ethics violations. 


V Focus on what you know and what 
yow’re doing. Blog posts and status 
updates are reminders of what you're 
doing or what your clients should be 
doing (for example, preparing for tax 
deadlines). Mentions of upcoming 
seminars and media are subtle com- 
mercial plugs. You can also explain 
accounting jargon, credentials and 
other specialized acronyms. Likewise, 
discuss upcoming or recently passed 
tax laws and other regulations. 


V Be a resource for new clients. Your 
blog is a handy resource for referrals 
to learn about you, and how to pre- 
pare before meeting with you. They 
don’t know what they don’t know: 
Teach them what to ask a CPA before 
choosing one. Dispel misconceptions 
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about your practice. Share the unique 
accounting nuances of your target 
market (such as specialized account- 
ing for contractors or nonprofits). 
Tell readers what documents to bring 
and to store. Keep track of frequently 
asked questions (FAQs) from clients; 
answer them on your blog so others 
can benefit. Mention these resources 
in status updates. 


V Appreciate others through your blog 


and updates. Your blog provides a 
public platform for you to thank your 
staff and partners for their work. 
Clients will learn about your firm this 
way. You can also thank clients and 
colleagues for their referrals. More- 
over, you can congratulate others for 
their charitable leadership. Just be 
sure to get the appropriate permis- 
sions before posting names. 


V Share your continuing education 


and personal development. What 
are you reading ... right now? What 
CPE courses are you attending ... 
right now? Share your experience 
and thoughts through your blog. 
This helps clients, prospective 
clients and other referral sources 
learn how you continually sharpen 
your expertise. You can also share 
nonaccounting reading and person- 
al development information. Again, 
this educates your readers and 





Make Your Mark With 
Your Social Media Status 


Blogging and social networking truly remind your clients 
and colleagues of why, when and how to recommend or refer 
you. Here are some tips on how to put social media status up- 
dates and other low-maintenance missives to work for you: 


showcases you as a well-rounded 
CPA: 


V K.LS.S. with multimedia. Keep It 
Short and Simple: Blog posts can be 
PowerPoint slides (embedded using 
SlideShare), YouTube videos, or dia- 
grams, graphs, cartoons and other 
images. Likewise, your blog posts 
and status updates can link to longer 
articles. 


V Integrate your blog and social media 
updates into your practice. You don't 
have to blog/update every day, but 
you should do so more than once a 
month. Many CPAs post a new blog 
article twice a month and send out a 
digest as an e-newsletter (with a “read 
more” link back to their website). 
Link back via LinkedIn, Twitter and 
Facebook. It's handy to mention your 
LinkedIn or other social networking 
profiles in your e-mail signature. (For 
more on LinkedIn in this issue, see 
“LinkedIn Tips for CPAs,” page 44 
and “Are You Linked In?” page 48.) 
Remind clients (and other referral 
sources) that your website has a re- 
source section, that is, your blog. 

—By Vikram Rajan (vik@phoneblogger. 

net), the founder of phoneBlogger.net and 

author of the PracticeMarketingBLOG.com. 

Editor’s note: A version of this story origi- 

nally appeared in the AICPA CPA Insider 

newsletter. 
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Scenario Planning: 
Navigating 
Through Today's 
Uncertain World 


by David AJ. Axson 





magine you are sitting at your desk in September 2007. 
The Dow is close to 13,900; U.S. unemployment is 
4.5%; and oil is $45 a barrel. You are in the middle of 
developing your organization’s plans and budgets for 2008. 
How likely is it that the assumptions in your 2008 plan ac- 
curately forecast that in September 2008 the Dow will be 
below 9,000; U.S. unemployment will have risen to 6.5%, 
on its way to more than 10%; and oil prices will have risen 
to more than $140 a barrel before falling below $40 a few 





months later? 


An aberration? Unlikely, not with a Euro- 
pean sovereign debt crisis, a massive oil 
spill in the Gulf of Mexico and major health 
care reform in the United States. Uncer- 
tainty, volatility and risk are here to stay. 
The world has been transformed from a se- 
ries of loosely connected, reasonably pre- 
dictable economies to a complex web of re- 
lationships where the global impact of local 
events is felt almost instantaneously. 

In this climate the past is not a good pre- 
dictor of the future. In response to such un- 
certainty, scenario planning has been used 
by organizations as diverse as the Australian 


government, AutoNation, British Airways, 
Corning, Disney, General Electric, the U.S. 
Federal Highway Administration, JDS 
Uniphase, KinderCare (a large U.S. chain of 
day care centers), Mercedes, Royal Dutch 
Shell, UPS and the World Bank. Today, sce- 
nario planning is being widely used by many 
small and midsize organizations operating 
in uncertain or volatile markets. 


WHAT Is SCENARIO 
PLANNING? 

Scenario planning is a way of understand- 
ing the forces at work today, such as de- 


mographics, globalization, technological 
change and environmental sustainability 
that will shape the future. While the ori- 
gins of scenario planning were in the world 
of strategic planning, many organizations 
now apply scenario planning techniques to 
the operational planning, budgeting and 
forecasting processes as a means of evalu- 
ating their effectiveness under different sets 
of assumptions about the future. 

Two forces are fueling the increased 
popularity and use of scenario planning. 
The first is the rapid and broad global im- 
pact of unpredictable events such as 9/11, 
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or the global credit crisis. The second is the 
accelerated pace at which new trends be- 
come material. For example, the rapid 
growth of China and India, the rise of so- 
cial media, and smart phone adoption have 
occurred in a decade or less. 


BUILDING SCENARIO PLANS 
Scenario planning is largely focused on an- 
swering three questions: 

1. What could happen? 


Exhibit 1 
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@ Identify key external drivers that are likely to influ- 
ence scenarios. 
@ Define the major internal variables that need to be ad- 


@ Establish critical relationships between drivers. 


@ Collect quantitative, qualitative and expert opinion 
w Assess the predictability and impact of the key driv- 


@ Define appropriate measures for the key drivers. 


@ Construct scenarios and develop a narrative descrip- 
tion for each. 

@ Test the scenarios using the data collected. 

m Update scenarios and set criteria for evaluating 

strategies and plans. 


@ Test sensitivity of strategies and plans under each 


@ Communicate to all constituencies. 


m Integrate leading indicators and key performance 

w Refresh the data and update scenarios as 
appropriate over time. 

m Repeat as needed. 


Source: Management Accounting Guideline, Scenario Planning: Plotting a Course Through an Uncertain 


’ 
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2. What would be the impact on our 

strategies, plans and budgets? 

3. How should we respond? 

Although there are numerous method- 
ologies for building scenario plans, they all 
follow the same basic approach (see Exhibit 
1). 

Before embarking on a scenario plan- 
ning exercise, it is essential to be clear about 
the issue you want to address, and then to 
define the appropriate scope and time hori- 


Scenario Planning Work Approach 


| 
i 
@ Define the issues, decisions or key variables to be | 
evaluated. | 

@ Set the scope of study including the time horizon to 
be considered. 

m Agree on approach, select team members, and se- 
cure senior management commitment. 

| 


zon for the scenarios to be constructed. 

There are four broad types of scenarios: 

1. Social. For example, what are the 
implications of increasing obesity? 

2. Economic. For example, how will 
the rapid economic growth of China 
and India change global markets? 

3. Political. For example, how will 
changes in U.S. health care policy af- 
fect the economics of small busi- 
nesses? 

4. Technological. For example, how 
will the increasing use of smart 
phones impact desktop and laptop 
computer use? 

Answering the following questions will 
help determine whether a scenario plan- 
ning project makes sense and how to de- 
fine the objectives and scope: 

@ What issues or decisions are we try- 

ing to evaluate? 

@ Is there a high degree of uncertainty 
about the future? If yes, can scenario 
planning be an effective tool? 


@ What is the time horizon for mak- 
ing decisions and then executing 
them? 

After the organization has agreed on the 
issue(s) to be studied and defined the scope 
and time horizon for the project, they 
should be documented, confirmed with 
senior management, and clearly commu- 
nicated to everyone who will be involved 
in the project. 

At the end of this step, the project team 
should have developed a project charter 
that clearly states the objectives, scope, is- 
sues to be addressed, deliverables, and have 
secured approval from senior management. 
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can provide valuable insights as to how the 
future may unfold, thereby equipping or- 
ganizations to react with speed, agility and 
confidence. 

Scenario planning is often used as an 
input to an organization’s overall risk man- 
agement process and can aid in areas of in- 
terest to CPAs such as risk appetite evalu- 
ation, capital planning, credit quality, cash 
flow forecasting and hedging strategies. 

An understanding of scenario planning 
equips CPAs with tools that can help ad- 
vance their careers into more senior finance 
or general management roles through a 
richer understanding of how to effectively 


Many organizations are looking to their 
CRA. partners for support in conducting 
rigorous and insightful analysis. 


ROLE OF THE CPA IN SCENARIO 
PLANNING 
Finance and accounting professionals are 
being asked to help managers better un- 
derstand the threats and opportunities in 
today’s world. As many organizations in- 
tegrate aspects of scenario planning into fi- 
nancial planning, budgeting and forecast- 
ing processes, they are looking to their CPA 
partners for support in conducting rigor- 
ous and insightful analysis. 

Applied judiciously, scenario planning 


manage in a volatile and uncertain world. 
CPAs can effectively support a scenario 
planning process in their organizations by: 
w Analyzing the financial implications 
of alternative strategies under dif- 
ferent future scenarios; 
™ Testing the sensitivity of key as- 
sumptions, financial measures and 
variables under different scenarios; 
™ Developing alternative financial 
plans and forecasts under different 
scenarios; 
®@ Defining key performance measures 
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and leading indicators to track po- 
tential triggers of key drivers of al- 
ternate scenarios; and 

m@ Monitoring and reporting on internal 
performance and external indicators 
likely to impact the current strategy. 


SCENARIO PLANNING IN 
ACTION 

Let’s see how scenario planning can work 
in practice by following the progress of 
ElectricIQ, a software company that de- 
velops smart systems for managing elec- 
tricity use. This case study is based upon 
a real organization. Some details have been 
changed to maintain client confidentiality. 

ElectricIQ was founded in 2005, and by 
2009 sales had reached $25 million a year, 
primarily from the installation of electric- 
ity management systems in new office 
buildings in Western Europe. Management 
believed that ElectriclQ had reached a tip- 
ping point. 

With environmental sustainability be- 
coming a hot public policy issue, the com- 
pany believed it was time to enter the 
emerging smart grid market for digital en- 
vironmental management systems. Man- 
agement wanted to gain insights as to the 
relative attractiveness/risk of the market. 

The company decided to embark upon 
a scenario planning project to help under- 
stand the alternatives as an input to R@D, 
marketing and product development 
plans. A project team led by the CFO and 


i The past is not a good pre- 
dictor of the future. To respond 
to uncertainty, finance and ac- 
counting professionals can use 
scenario planning to help man- 
agers better understand the 
threats and opportunities in 
today’s world. 

® Scenario planning is not just 
a strategic planning tool. Many 
organizations now apply it to op- 
erational planning, budgeting and 
forecasting processes to evalu- 
ate their effectiveness under dif- 
ferent assumptions. 


® There are four broad types 


of scenarios: (1) Social, (2) Eco- 


nomic, (3) Political and (4) Tech- 
nological. 

%@ Scenario planning is largely 
focused on answering three 
questions: (1) What could hap- 
pen? (2) What would be the im- 
pact on our strategies, plans and 
budgets? And (3) How should © 
we respond? 

® Scenario planning equips 
CPAs with tools for career ad- 
vancement. It enables CPAs to 
effectively support the strategic 
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planning process; provides a 
frame of reference for developing 
alternative financial plans and 
forecasts; tests the sensitivity of 
key assumptions, financial meas- 
ures and variables under different 
scenarios; and helps define key 
performance measures. 

@ It is essential to be clear 
about the issue you want to 
address before embarking ona 
scenario planning exercise, and 
then to define the appropriate 
scope and time horizon for the 
scenarios to be constructed. 


David A.J. Axson (david@david 
axson.com) is the author of the 
Management Accounting Guide- 
line Scenario Planning: Plotting a 
Course Through an Uncertain 
World, published July 2010 by the 
AICPA, CMA Canada and CIMA, 
from which this article has been 
adapted, 


To comment on this article or to 
suggest an idea for another article, 
contact Matthew G. Lamoreaux, 
senior editor, at mlamoreaux@. 
aicpa.org or 919-402-4435, 





www.journalofaccountancy.com 
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including the vice president of marketing, 
the head of research and a financial analyst 
was formed, and after initial discussions 
with the management team, the project’s 
objectives were defined as “Developing a 
better understanding of the markets for 
smart grid, the risk profiles of each market 
and the ease of market access.” 

The first step for the ElectricIQ team 
was to identify the likely drivers of the fu- 
ture environment. This is the most impor- 
tant step in scenario planning since the 

ENG e ts 4 | ___ ability to define the correct drivers and then 
RC EL Ceara gh) a understand the impact of changes in driv- 

Sources ers is at the heart of effective scenario plan- 
| | ning. Through discussions with the man- 
agement team, customers, investors and 
external thought leaders from the Organ- 
isation for Economic Co-operation and De- 
velopment (OECD), General Electric, IBM 
and Shell, the team developed a simple 
driver model around the issue of the De- 
mand for Renewable Energy Sources. Two 
level 1 drivers, Social Opinion and Political 
Action, were identified, and each level 1 

nee % driver was then mapped to three level 2 

: ‘ ‘ drivers. For social opinion, these were the 

Evaluation and Identification of Key arecibility of cate chage Ene aut 

Drivers nical viability of potential renewable ener- 

gy sources and the price of such options. For 

Key Drivers Baseline for All political action, they were the availability 

Spenariog of government subsidies, the regulatory 

framework and the role of tax policy in en- 

ergy use (see Exhibit 2). The team then 

used this framework to identify the types 
of data it would collect. 

This included data about economic 
growth; forecasts of construction activity; 
likely government actions to encourage 
; adoption of environmental control systems; 
" and the likely players in the market for en- 
vironmental control systems. Not all the data 
was quantitative; some of the most inter- 
esting inputs were the opinions of experts 
who specialize in conceptualizing alternative 
futures. The key is to collect a broad range 
of data with a view to developing credible 
scenarios of how the future may look. 

The team then prioritized the drivers by 
mapping them against two axes. The first 
axis was an assessment of each driver's im- 
pact on the issue being analyzed, and the 
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second looked at the predictability of fu- 
ture trends for each driver (see Exhibit 3). 
Drivers that were both material and pre- 
dictable (top-right circle) formed the basis 
for all scenarios that were developed. Those 
that were material but difficult to predict 
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(top-left circle) defined the differences be- 
tween the scenarios. 

The team isolated those drivers that were 
most likely to shape future demand. It then 
developed four scenarios across two dimen- 
sions (see Exhibit 4). The dimensions were 


Do It or Die 


er ALN 
Advantage 





Public 
Opinion 

















public opinion, which describes the level of 
consumer demand for environmentally 
friendly solutions, and public policy, which 
describes the extent to which government 
policy mandates “green” standards. 

The team then developed narrative de- 
scriptions for each scenario: 

Necessity. “Do It or Die”: Public opin- 
ion swings rapidly to green solutions and 
dramatically changes customer buying pat- 
terns. Products not seen as being green are 
shunned in the marketplace. Governments 
mandate adoption of environmentally 
friendly technologies. 

Market driven. “Competitive Advan- 
tage”: Public opinion moves to green, and 
consumers will pay extra for the best prod- 
ucts. Adoption is balanced between market 
innovation and tax-based incentives. Being 
green is a source of competitive advantage. 

Mandate. “Cost of Doing Business”: 
Governments mandate adoption without 
incentives. Adoption is a “cost of doing 
business.” Consumers will not pay more for 
green solutions unless forced to do so. 

The “S” curve. “Steady as She Goes”: 
Demand follows a traditional cycle of early 
adopters leading the way at high prices; as 
the market scales and prices drop, mass 
market adoption takes off before flattening 
out as maturity is reached. 

ElectricIQ used these scenarios to frame 
strategies and make decisions affecting key 
elements of the business (see Exhibit 5). 

Using the scenarios as a baseline, Elec- 
triclQ’s finance team recast the company’s 
five-year plan and annual budget under each 
scenario to assess the financial implications 
and identify key performance metrics that 
could provide the organization with an early 
warning as to which scenario is actually 
playing out. The CFO also added metrics 
that tracked the key drivers to the compa- 
ny’s balanced scorecard, ensuring their con- 
stant visibility to the management team. 

But the work was not done—scenario 
planning is not a one-off exercise. For ex- 
ample, what if just six months after the ini- 
tial scenarios were completed, oil reached 
$200 a barrel and the G-20 imposed strict 
mandates on CO, emissions to be met 
within five years? ElectricIQ would have 


Nn ee 
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had to revisit its plans and may have de- 
cided to focus on only two of the original 
four scenarios: “Do It or Die” and the “Cost 
of Doing Business.” After more detailed 
modeling of these two scenarios, it could 
decide to focus on delivering solutions that 
far exceed the mandated minimums while 
keeping prices reasonable. 

The scenario plans allow them to make 
fast, confident decisions by providing a 
sound basis for evaluating the impact of 
changing market conditions. As the CFO 
commented, “We constantly review our ac- 
tual and forecasted results against the sce- 
narios so we can act quickly when we see 
any changes in the marketplace that will 
impact our performance.” 

As organizations struggle to deal with an 
increasingly uncertain world, they are look- 
ing to their finance teams to assist in help- 
ing them understand the choices, oppor- 
tunities and implications that uncertainty 
presents. % 
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Acct 2 for 


With the 2010 Tax Relief Acct, 
Congress puts businesses in the yore a iteael 
for a second time in three months. | 


by Douglas M. Sayuk, CPA; Matthew H. Fricke; _ 
and Shamen R. Dugger, Esq, CPA 


nacted in the waning days of the 111th Congress, the Tax Re- 

lief, Unemployment Insurance Reauthorization, and Job Creation 

eed Act of 2010 (2010 Tax Relief Act, PL 111-312) was a creature 
of political compromise. 


But the act nonetheless built upon already 
attractive incentives that had been passed 
only a few months before in the Small 
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Business Jobs Act of 2010 (PL 111-240). 
The jobs act, as explained in the JofA arti- 
cle “2010 Small Business Jobs Act: Good 


for Big Business” (Dec. 2010, page 30), au- 
thorized a host of business incentives that, 
although designated for “small businesses,” 
statistically could apply to 99.9% of all U.S. 
businesses. The 2010 Tax Relief Act steps 
in where the Small Business Jobs Act ends, 
enhancing and extending business incen- 
tives, including IRC § 179 expensing, bonus 
depreciation and tax credits. 
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In this article, we compare the two acts’ 
primary incentive provisions, then analyze 
the enhanced benefit produced by com- 
bining them. Finally, we provide guidance 
on how three typical company types (a loss 
company with a valuation allowance; prof- 
itable company with an NOL carryforward 
and valuation allowance; and a profitable 
company without a valuation allowance) 
will be affected by the acts from a cash flow 


‘ 
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and accounting perspective, along with 
their key financial statement and tax return 
considerations. 


STRATEGICALLY APPLYING THE 
ACTS’ PROVISIONS TOGETHER 
The Small Business Jobs Act and the 2010 
Tax Relief Act are each significant to busi- 
nesses on their own merits, as shown in the 
chart summarizing their important business 
incentive provisions (see Exhibit 1). 

When the provisions of the Small Busi- 
ness Jobs Act and the 2010 Tax Relief Act 
are strategically merged, the benefits to 
businesses may be lucrative. 

Research credit and five-year carry- 
back. Perhaps the greatest tax savings op- 





Exhibit 1 





Business Incentive 






Increased IRC § 179 
expensing limit/phaseout 
threshold 






Bonus depreciation 







15-year write-off of 
qualified leasehold 
improvements 








General business credit 
carryback for eligible 
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Allowance of general 
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AMT for eligible small 
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be carried back five years 


During 2010, and prior 
five years via carryback 
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portunity from the interplay of the two 
acts is that of the research credit and the 
general business credit five-year carry- 
back. The Small Business Jobs Act in IRC 
§ 39(a)(4) authorized eligible small busi- 
nesses to carry back general business 
credits generated during 2010 to the 
prior five tax years (2005 to 2009). Eli- 
gible small businesses are corporations 
whose stock isn’t publicly traded, part- 
nerships or sole proprietorships that have 
average annual gross receipts for the 
three-tax-year period preceding the tax 
year of no more than $50 million (section 
38(c)(5)(C)). 

The problem was that the act did not 
extend one of the most popular and most 
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Through 2012, - 
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100% from Sept. 8, 
2010, through 2011; 
60% through 2012. 


Extended through 2010 
 andeo 

















Extended through 2010 
and 2011 | 






AMT credits may be 
— accelerated in lieu of 
bonus depreciation 
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used federal general business credits, the 
IRC § 41 credit for increasing research ac- 
tivities that had expired Dec. 31, 2009. 
Without an extension to 2010 of the re- 
search credit, the credit carryback oppor- 
tunity was of little or no value to many busi- 
nesses. It was only when the 2010 Tax Relief 
Act was passed, extending the federal re- 


erating federal research credits to offset 
their 2010 AMT, as well as AMT in the 
prior five years via the credit carryback 
opportunity. 

Leasehold improvement and bonus de- 


preciation. The Small Business Jobs Act ex- 


tended 50% bonus depreciation for all busi- 
nesses through Dec. 31, 2010. What the act 


When depreciation acceleration is applied to 
fixed assets of longer class lives, the time value 
of money becomes significant. 


search credit retroactively through 2010, 
that the credit carryback became meaning- 
ful to many eligible small businesses. 
Research credit and AMT offset. In ad- 
dition to the general business credit car- 
ryback, the Small Business Jobs Act au- 
thorized general business credits for 
eligible small businesses to offset alterna- 
tive minimum tax (AMT) during 2010 
and for the five-year carryback period. 
Once again, the problem faced by many 
businesses in using this tax savings op- 
portunity was that the ever-popular re- 
search credit had expired. And, once 
again, the 2010 Tax Relief Act extension 
of the credit retroactively through 2010 
reopened the potential for businesses gen- 


& The Small Business Jobs Act 


the tax status of the business. 


did not do was broaden the definition of 
what constitutes qualified leasehold im- 
provements for purposes of bonus depre- 
ciation. The provision is significant to many 
businesses, as leasehold improvements typ- 
ically are depreciated over 39 years, result- 
ing in lower annual depreciation deduc- 
tions. The 2010 Tax Relief Act fills this gap 
by extending through 2011 the section 
168(e)(3)(E)Giv) rule treating qualified 
leasehold improvement property as 15-year 
property. Thus, such property is once again 
eligible for bonus depreciation. 

The 2010 Tax Relief Act also extends 
through 2011 the section 168(e)(3)(E)(v) rule 
and the section 168(e)(3)(E)(x) rule treating 
qualified restaurant property and qualified re- 
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research credit. 





tail improvement property, respectively, as 
15-year property. However, under sections 
168(e)(7)(B) and 168(e)(8)(D), these types 
of property are not treated as qualified 
property for purposes of the bonus de- 
preciation rules in section 168(k) and thus 
aren't eligible for bonus depreciation. 

Bonus depreciation enhancement and 
extension. Although the two acts’ provi- 
sions do not differ in kind, they work to- 
gether to lengthen the period and extent to 
which bonus depreciation is available. The 
Small Business Jobs Act extended bonus de- 
preciation through 2010, but at 50%. The 
2010 Tax Relief Act bolsters this deprecia- 
tion acceleration to 100% for qualified 
property purchased and placed in service 
between Sept. 8, 2010, and Dec. 31, 2011. 
Although this depreciation acceleration is 
merely a timing difference rather than a re- 
duction in federal taxes, when applied to 
fixed assets of longer class lives (such as 
qualifying leasehold improvements at 15 
years) the time value of money becomes sig- 
nificant. While interest rates are currently 
low, the accelerated depreciation may pro- 
vide enhanced net operating loss carryback 
opportunities or guarantee that the deduc- 
tion may be used to reduce taxes if 2010 or 
2011 is profitable. 

Section 179 expensing enhancement 
and extension. The Small Business Jobs 


more than $100 million in assets) 


and 2010 Tax Relief Act each 
enhanced and/or extended signif- 
icant tax benefits for businesses, 
especially those that can com- 
bine certain provisions. These in- 
clude an extension of the re- 
search credit (for 2010 and 
2011), longer carryback of the 
general business credit arising in 
2010 for eligible small business- 
es, and several measures for en- 
hanced expensing and deprecia- 
tion of business property. 
However, how these provi- 
sions are applied and their 
amount of benefit depend on 


For example, a loss company 
with a valuation allowance may 


benefit little from bonus depreci- 


ation and higher IRC § 179 ex- 


pensing limits. A profitable com- 


pany with NOL carryforwards 
and a valuation allowance can 
benefit in lower regular income 
tax and alternative minimum tax, 
and a profitable company with- 
out a valuation allowance will 
realize the greatest cash flow 
benefit from accelerating depre- 
ciation under the acts’ provi- 
sions and carrying back general 
business credits, including the 
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i A procedure is available to 
claim a refund arising from 
carrybacks more quickly than 


by filing amended returns—Appli- 


cation for Tentative Refund 
(Form 1045) and Corporation 
Application for Tentative Refund 
(Form 1139). 

@ Companies that claim the re- 
search credit should maintain 
adequate documentation to 
support the claim. For tax years 
beginning in 2010, companies 
required to file Schedule UTP re- 
porting uncertain tax positions 
(generally, C corporations with 


may be required to include in that 
reporting any such uncertainty 
associated with claiming a re- 
search credit. 
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Act expanded the section 179 expensing 
limit and phaseout threshold to $500,000 
and $2 million, respectively, along with 
expanding the definition of qualified real 
property, but only through Dec. 31, 2011. 
The 2010 Tax Relief Act continues 
through Dec. 31, 2012, higher limits than 
if they had reverted in 2012 to prior-law 
rates (maximum expensing amount of 
$25,000 and phaseout threshold of 
$200,000). 


NAVIGATING THE ACTS IN 
COMBINATION 
Theoretically, it makes sense to apply the 
Small Business Jobs Act and 2010 Tax Re- 
lief Act in combination. But, practically 
speaking, how these acts’ provisions are ap- 
plied and the ensuing cash flow/accounting 
benefits depend greatly on the tax status of 
the business, as shown in Exhibit 2. 

Loss company with valuation allowance. 


‘ 


Typically, loss companies with a valuation 
allowance will not benefit from the acts’ 
provisions either on a cash flow or ac- 
counting basis. To the extent these com- 
panies are not currently incurring federal 
regular income tax or AMT and have not 
done so in the past, there is no potential 
to currently monetize any of the acts’ ben- 
efits discussed in this article. From an ac- 
counting perspective, the depreciation-re- 
lated benefits result in merely a swap of 
deferred tax asset (DTA) components from 
fixed-asset-related DTA to NOL-related 
DTA, and the credit opportunities are gen- 
erally limited to a 2010 increase in DTA 
arising from a federal general business 
credit carryforward. No financial statement 
effects result from this redistribution 
and/or increase of DTA, due to the offset- 
ting valuation allowance. 

Profitable company with NOL carry- 
forwards and valuation allowance. A prof- 
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itable company with NOL carryforwards 
and a valuation allowance will record a tax 
benefit from the acts’ provisions. This type 
of company will use its NOL carryforwards 
to eliminate regular federal income tax and 
AMT, the latter down to the minimum 2% 
threshold (20% AMT multiplied by 10% 
AMT NOL utilization limitation). There- 
fore, to the extent front-loading deprecia- 
tion deductions decreases the company’s 
limited AMT NOL carryforward, the com- 
pany will receive a current benefit from the 
reduction in AMT. No corresponding de- 
ferred tax impact will arise, due to the full 
valuation allowance. 

The acts’ credit opportunities also may 
be of current benefit to this company type, 
because now research (and other general 
business) credits may offset AMT, which 
is likely the type of tax this company is 
paying, due to its NOL utilization. This 
company type also is more likely to have 


Exhibit 2 


Company 
type 


Loss with valua- 
tion allowance 


Profitable with 
NOL carryfor- 
ward and valua- 

tion allowance - 


Profitable 
without valua-_ 
tion allowance 





Bonus depreciation / 
§ 179 effects 


The Acts’ Benefits for Three Company Types 


Refundable AMT in lieu 
of bonus depreciation 





> 


| 
Five-year research 
credit carryback for 
eligible small businesses | 
| 
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pre-2006 AMT credits that it can mone- 
tize, due to its typical pattern of paying 
federal AMT. Likewise, the company will 
record a current benefit without the cor- 
responding deferred tax expense from 
credit utilization. 

Profitable company without valuation 
allowance. Profitable companies without 
a valuation allowance must take into con- 
sideration deferred taxes as well as current 
taxes; thus, the deferred tax impacts from 
securing the acts’ opportunities result in no 
net profit-and-loss impact. Under each op- 
portunity addressed in Exhibit 2, the de- 
crease in current tax expense is offset by 
a corresponding increase in deferred tax 
expense. From a cash flow perspective, this 
company type benefits most from accel- 
erating depreciation under section 179 and 
bonus depreciation, resulting in an imme- 
diate 35% reduction to taxable income. Al- 
though the refundable AMT credit may be 
available to this company type, it is more 
likely the company will claim the imme- 


into account before claiming the incentive 
opportunities available from the acts. 
Claiming a refund. Generally, busi- 
nesses that are not corporations (includ- 
ing sole proprietorships filing Schedule C 
with their Form 1040) may accelerate a re- 
fund by using Form 1045, Application for 
Tentative Refund. Corporations may also ac- 
celerate a refund by using Form 1139, Cor- 
poration Application for Tentative Refund. 
The IRS will work to issue refunds gener- 
ally within 45 days. Applicable amended 
returns also may be filed during a specif- 
ic time frame allotted by the IRS. The typ- 
ical three-year federal statute of limitations 
is generally waived during this time to 
allow businesses the full five-year carry- 
back opportunity. Specific instructions re- 
lated to claiming these benefits likely will 
be issued by the IRS in the near future. 
Audit considerations/Schedule UTP. 
The IRS monitors research credit refund 
claims, so companies that claim the cred- 
it should maintain adequate documenta- 


The typical three-year federal statute of limitations 
is generally waived to allow businesses the full 
five-year carry back opportunity. 


diate depreciation benefits rather than the 
in-lieu-of-bonus-depreciation AMT re- 
fundable credit, which may take some time 
to monetize through refund claims. 

To the extent this company type does 
not utilize federal research (or other fed- 
eral general business) credits during 2010, 
it likely will pursue additional cash flow 
by applying the 2010 federal credit to any 
AMT liabilities in the prior five tax years. 

For all three company types described 
above, monetizing the 2010 federal re- 
search (and other federal general business) 
credit via the five-year carryback could re- 
sult in an ASC 740-10 (formerly FIN 48) 
liability, to the extent a reserve has been es- 
tablished for the underlying credits. 


CONSIDERATIONS BEFORE 
CLAIMING BENEFITS 
Important considerations should be taken 


tion to support their positions. In addi- 
tion, for tax years beginning in 2010, 
Schedule UTP will be required for C cor- 
porations (individuals and pass-through 
entities are currently exempt) with assets 
exceeding $100 million for 2010. The 
schedule requires detailed disclosure of a 
business’s uncertain tax positions related 
to income tax (similar to ASC 740-10 dis- 
closures but much more detailed). There- 
fore, if any uncertainty exists related to the 
underlying research credits’ monetization 
via the five-year carryback, this uncer- 
tainty will be disclosed on Schedule UTP 
included with the 2010 federal income 
tax return. Although the IRS has publicly 
stated that it will not use the Schedule 
UTP as an “audit roadmap,” such infor- 
mation is undeniably available to the IRS 
for whatever purpose it deems necessary, 
including federal audits. ~ 
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ith all of the uncertainty around 
maintaining a predictable flow of 
capital to businesses, a commer- 
cial loan provided by a bank but guaranteed 
by the federal government almost sounds too 


good to be true. Standing behind such loans 
is one of the responsibilities of the U.S. Small 
Business Administration’s (SBA) Guaranteed 
Loans Program. 





So, why do many businesses intentional- 
ly bypass the SBA and take their chances 
through the normal commercial bank un- 
derwriting process? This article examines 
the pros and cons of major SBA loan pro- 
grams and helps CPAs determine if an SBA 
loan is the best alternative. 


UNDERSTANDING SBA LOAN 
PROGRAMS 

The SBA offers several primary loan pro- 
grams geared toward supporting different 
aspects of the small business community. To 
qualify as a small business under current 
law, a business must demonstrate that it has 
less than $15 million in tangible net worth 
and two years’ net income after taxes of less 
than $5 million. From this point, various 
SBA programs have other qualification cri- 
teria. Here are summaries of the most pop- 
ular programs: 


7(a) LOAN PROGRAM 

This is the SBA’s primary and most flexi- 
ble loan program, with financing guaran- 
teed for a variety of general business pur- 
poses. Under this program, the SBA 
guarantees loans made by participating 
commercial lending institutions. Possible 
loan maturities are available up to 10 years 
for working capital and generally up to 25 
years for fixed assets. 


504 LOAN PROGRAM 

This program provides long-term, fixed- 
rate financing for expansion or modern- 
ization. It is backed by the SBA but deliv- 
ered by Certified Development Companies 
(CDCs)—private, nonprofit corporations set 
up to contribute to the economic develop- 
ment of their communities. 

Proceeds from 504 loans must be used 

for fixed-asset projects, such as: 

® Purchasing land and improvements, 
including existing buildings, grad- 
ing, street improvements, utilities, 
parking lots and landscaping. 

@ Constructing new facilities or mod- 
ernizing, renovating or converting 
existing facilities. 

@ Purchasing long-term machinery 
and equipment. 
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The 504 program cannot be used for 
working capital or inventory, consolidat- 
ing or repaying debt, or refinancing. In- 
terest rates on 504 loans are pegged to an 
increment above the current market rate 
for five-year and 10-year U.S. Treasury is- 
sues. Maturities of 10 years or 20 years are 
available. Fees total approximately 3% of 
the debenture and may be financed with 
the loan. Generally, the project assets 
being financed are used as collateral. Per- 
sonal guarantees from the principal own- 
ers are required. 


MICROLOAN PROGRAM 

This program provides small, short-term 
loans for working capital or the purchase 
of inventory, supplies, furniture, fixtures, 
machinery and/or equipment. It is de- 
signed for small businesses and nonprofit 
child care centers and is delivered through 
specially designated intermediary lenders 
(nonprofit organizations with experience in 
lending and technical assistance). 

Loan terms vary according to the size 
of the loan, the planned use of the funds, 
the requirements of the intermediary 
lender, and the needs of the small busi- 
ness borrower. The maximum term al- 


grams for federal government projects, 
provides incentives for exporters, offers a 
variety of small business tax breaks, and 
includes some revenue raisers. For more 
on the changes resulting from the bill, see 
the JofA articles “Act 2 for Business Tax In- 
centives” (this issue, page 28) and “High- 
lights of the Small Business Stimulus Act” 
(Dec. 2010, page 26). 


WHy CONSIDER AN SBA 
LOAN? 
For many businesses, the benefits of an 
SBA-guaranteed loan include having ac- 
cess to capital where traditional commer- 
cial loans may not be available. Startups 
and young businesses without a sustained 
history of financial performance may find 
an SBA-guaranteed loan especially attrac- 
tive. For businesses with cash flow issues, 
an SBA loan can restructure debt at bet- 
ter terms by providing longer loan matu- 
rities and lower payments. Businesses 
without sufficient collateral to obtain a tra- 
ditional commercial loan may find an SBA 
loan particularly useful. 

“It is very difficult at this time for lenders 
to underwrite the strength and long-term 
viability of a borrower's ability to repay the 


In general, applying for an SBA loan requires 
more information and more time than a 
commercial alternative. 


lowed for a microloan is six years. Inter- 
est rates vary, depending on _ the 
intermediary lender and costs to the in- 
termediary from the U.S. Treasury. Gen- 
erally, these rates will be between 8% and 
13%. Each intermediary lender has its 
own lending and credit requirements. 
Generally, intermediaries require some 
type of collateral and the personal guar- 
antee of the business owner. 

In recognition of the important role 
small business plays in a healthy econo- 
my, lawmakers passed the Small Business 
Jobs Act of 2010 (PL 111-240), which ex- 
pands loan programs through the SBA, 
strengthens small business preference pro- 


proposed debt. In this unusually chal- 
lenging economic cycle where real estate 
values are declining, it is also difficult to as- 
certain the future value of collateral,” said 
Jan Roberts of Capital Solutions, a firm 
based in Birmingham, Ala., specializing in 
SBA loan advisory services. “SBA provides 
the backup ‘insurance’ in order to be able 
to service the borrower's loan needs.” Cap- 
ital Solutions is managed by Roberts, 
Nicole Reed and Mike Vance, who are loan 
originating agents for Foundation Capital 
and other SBA CDCs. 

According to Roberts, the “SBA can 
also entice a lender to stretch out the 
terms of a loan. For permanent working 
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capital, for instance, lenders normally do 
not want to offer longer-term loans. Under 
the SBA 7(a) program, however, the 
lender may be comfortable with a seven- 
to-10-year term. This serves to lower 
monthly payments, which benefits the 
borrower.” 


WHAT ARE THE DRAWBACKS? 
If the federal government is willing to 
guarantee a substantial portion of a com- 
pany’s debt at favorable terms, why 
choose traditional commercial lending 
over an SBA loan? In general, an SBA loan 
requires more information than a com- 
mercial alternative and more time. Also, 
there is a perception of complexity in ma- 
neuvering through the various SBA loan 
programs. “The real difference between an 
SBA loan and a conventional bank loan is 
paperwork,” Roberts said. 

The SBA process can be time-con- 
suming, said Rachel Zippwald, a Califor- 
nia Bank & Trust vice president and SBA 
lender. For planning purposes, applicants 
can request a time estimate from the SBA 
for consideration of the loan. 

Roberts cautioned that it is important 
to remember that SBA loan guarantees are 
not automatic. SBA loans are underwrit- 
ten the same way as conventional loans. 
“We often tell borrowers and lenders that 
an SBA guarantee does not make a bad 
loan good. 

“Companies experiencing financial 
distress may be eligible for assistance, but 
may not be approved for the financing 
due to lack of reasonable assurance of re- 
payment ability,” she said. “SBA can de- 
cline loans because they are determined 


@ Approach SBA financing the 
way you would any other loan 
request. Be proactive with your 
banker and provide as much in- 
formation as possible. 

@ Educate your banker on the 
product or service for which you 
need funding. Discuss the mar- 
ket, the competition, the risks, as 
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well as the mitigating factors in- 
volved in your business. 

@& The SBA will want to see at 
least three years of business 
tax returns and personal re- 
turns for each owner with an 
ownership stake of 20% or more 
(for personal guarantee require- 
ments), current business and 
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to be bad credit risks. Credit history plays 
a big role in those decisions.” 

Also consider that some businesses are 
ineligible by definition for SBA loans. 
Nonprofit organizations, lenders, passive 
businesses (developers and landlords that 
do not actively use or occupy the assets 
acquired with SBA loan proceeds), life in- 
surance companies, and private clubs that 
limit membership are examples of ineli- 
gible businesses. Additionally, SBA loans 
can require guarantee fees that do not 
apply to conventional commercial loans. 
Depending on the amount borrowed, 
these fees can be significant. 


WHAT YOULL NEED TO APPLY 

Many businesses first discuss the pros and 
cons of an SBA loan with a loan officer at 
a commercial bank. Dan Bundy, a vice pres- 
ident at Regions Bank who has specialized 
in SBA lending during his 25-year career, 
suggested approaching SBA financing in 
the same manner as any other loan request. 
Be proactive with your banker and provide 
as much information as possible. Educate 
your banker on the product or service for 
which you need funding. Discuss the mar- 
ket, the competition and the risks, as well 
as the mitigating factors involved in your 
business. 

“It goes a long way in giving some 
comfort to the fact that the project has 
been thoroughly researched,” Bundy 
said. He suggests including a presentation 
on available collateral, debt schedules and 
projections broken out on a monthly basis 
for the first year and at least two more 
year-ends. 

Detailed assumptions should be given 


EXECUTIVE SUMMARY 


well as key managers. 


ferently. 





%@ Develop a short list of SBA- 
friendly banks early in your re- 
search. If one bank rejects an ap- 
plication, another financial 
institution may see the matter dif- 





for the projections, Roberts added. 

Include a cash budget, especially when 
considering a line of credit. “This allows a 
banker to understand the flow of funds 
and the timing of cash drains or surpluses,” 
Bundy said, adding that financial state- 
ments with notes “give a level of confi- 
dence in the numbers” and speak to the 
effort that the borrower has gone to seek 
outside financial advice. “Knowing my 
borrower is interested in help and has 
been willing to invest in a good CPA for 
that help tells me that the borrower is not 
afraid to ask for advice and wants to use 
every tool to succeed,” he said. 

The SBA will review a minimum of 
three years of business tax returns, three 
years of personal returns for each owner 
with an ownership stake of 20% or more 
(for personal guarantee requirements), 
current business and personal financial 
statements, and resumes on borrowers as 
well as key managers. 

Zippwald suggested that for key po- 
sitions that have not been filled, appli- 
cants include a thorough job description 
listing the skill set and experience of the 
candidate the company is seeking. “This 
will confirm for the lender that you have 
analyzed your needs and have deter- 
mined the requirements of the position,” 
she said. 

Business plans are critical, and Roberts 
added that a well-constructed business 
plan should include a clear statement of 
the total capital requirements of the busi- 
ness. It should “explain the source of the 
equity contribution for the business and 
the uses of the requested loan proceeds. 
The business plan should have supporting 


personal financial statements, 
and resumes on borrowers as 
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information such as a feasibility study, or 
demographic analysis and defined target 
markets with a marketing plan for how to 
achieve sales.” 

The SBA requires collateral to fully se- 
cure a loan, to the extent that it is avail- 
able. “If you own a home, you will likely 
be asked to pledge it,” Zippwald said. The 
SBA may also request a lien on business 
assets and may require life insurance on 
sole owners of a business. “Most loans 
made by banks are secured loans, and 
therefore approval may be contingent on 
a guarantor who is willing to offer collat- 
eral,” she said. 


LANDING THE LOAN 

Once you have gathered the information 
required for SBA loan processing, the 
next step is to determine the financial in- 
stitutions that have an appetite for SBA 
loans. Some banks are more reluctant 
than others when it comes to SBA loans. 
Try to find out which banks underwrite 
the most SBA loans in your area and 
make a short list of potential lenders. 
Next, make an appointment with a com- 
mercial loan officer, and be sure to tell 
him or her that you would like to discuss 
an SBA loan. 

Selling the bank on the viability of your 
proposal is the most important aspect of 
securing an SBA loan. Without the bank’s 
approval, there can be no SBA loan, so re- 
hearse before the meeting. 

The bank will have to ensure that all 
SBA conditions and required documents 
are in order, otherwise its SBA guarantee 
claim may be denied. If the bank believes 
that the extension of credit is not a sound 
decision, the process will go no further. 
This is why you need to develop a short 
list of SBA-friendly banks early in your re- 
search. Another financial institution may 
see the matter differently. 

Once the bank approves the under- 
writing and ensures that all SBA require- 
ments have been met, the package is sent 
to the SBA for review. If the SBA approves 
the bank’s request for a loan guarantee, 
the funds will be disbursed as soon as pos- 
sible. 
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SHOULD YOU CHOOSE SBA? 

The decision to pursue an SBA credit ap- 
plication is not necessarily an easy one. 
There are many factors to consider, in- 
cluding which programs to pursue, eligi- 
bility, fees, loan limits, collateral and other 
fundamental issues. An SBA loan could be 
beneficial to your business or a client’s 
business, and CPAs should be well-in- 
formed about how to analyze each pro- 
gram’s benefits and drawbacks. For spe- 
cific information, see your commercial 
lender’s SBA group or a firm that provides 
SBA advisory services. In these times of 
uncertain credit, you may find that an SBA 
loan could make the difference between 
life or death for a business. * 
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n corporate finance these days it pays to spe- 

cialize. A look at anticipated starting salaries for 

2011 shows positions that are more niche than 
generalist in flavor are likely to see the biggest pay 
gains compared with 2010. 


“The more specialized you are, the more desirable you are,” said 
Carol Scott, CPA, vice president—Business, Industry & Government 
for the AICPA. “The greater opportunity for finance professionals 
is in specialized roles: regulatory compliance, tax accountants, fraud 
and forensic accountants.” 

The largest projected increase in the 2011 Salary Guide published 
by Robert Half International (RHI) for corporate finance positions 
is a 5% climb for senior business analysts, who could see starting 
pay ranging from $66,500 to $85,500. (See Exhibit 1; the 2011 Salary 
Guide can be downloaded from roberthalf.com/salarycenter.) 

Across all corporate finance job titles, the starting salary fore- 
cast for this year is sunnier than it was in 2010. Robert Half pre- 
dicted an average increase of 3.1%—a significant improvement over 
last year’s negligible 0.6% rise. See Exhibit 2 for data on other po- 
sitions of interest. 

Historical trends reflected in the guide, which has been published 
every year since 1950, suggest the industry may be recovering from 
the economic crisis at a faster rate than it did after the burst of the 
dot-com bubble. During the technology run-up, the 2001 Salary 
Guide predicted a 7.2% increase in the average starting salaries for 
finance and accounting professionals employed in corporate posi- 
tions. But by 2002, the forecast was a modest 1.5% increase, and 
in the next two years the Robert Half guides predicted starting 
salaries would decrease year over year, dropping 0.3% in 2003 and 
another 1.1% in 2004. It wasn’t until the 2006 forecast, five years 
after the onslaught of that recession, that accounting and finance 
starting salaries in corporate settings were expected to increase 3.1%, 
the same average projected for 2011. 

“Accountants are more critical to business than they've ever 
been,” said Dawn Fay, district president for Robert Half’s New 
York/New Jersey market. “Not much changed in accounting for a 
long time, but then Sarbanes-Oxley happened, new regulations 
came out of this last downturn, and there has been growing em- 
phasis on the integrity of data and [an undercurrent] of corporate 
mistrust. All of these factors put added pressure on accounting and 
finance to report accurate numbers and maintain excellent business 
practices.” 

The RHI survey suggested jobs would be added across all lev- 
els of corporate finance, Fay said. The challenge, she said, is find- 
ing candidates with diverse capabilities, from technical expertise to 
systems knowledge and soft skills. “Employers need individuals with 
strong communications skills who can articulate forecasts and re- 
port numbers in meetings,” she said. 


Hort Joss 
Business analysts are among the most sought-after corporate finance 
















Exhibit 1] ‘Corporate Accounting’s 5 
| Largest Projected Salary 
Increases for 201 1 


Projected increase 
Pees] over 2010 levels 
1. Senior business analyst 5.0% 
2. Tax accounting manager, midsize company ve 4.9% ; 


4.8% 


2 (tie). Financial analysis manager, large company | 

3 (tie). Financial analysis manager, midsize company 4.8% = 

3 (tie). Tax accounting manager, large company 4.8% | 

6 (tie). Senior financial analyst, midsize company = 4.7% 

6 tie). Tax accountant (1 to 3 years of experience), | | 
midsize company 


8 (tie). Financial oe (1 to 3 years of experience) ce 
: midsize company : : 


8 (tie). Forensic acne 





8 tie). Senior tax accountant, large | company 


| Large companies = $250+ million in sales; midsize companies = 
_ $25 million to $250 million in sales; small companies = up to $25 
| million in sales. 

| Source: Robert Half International, 2011 Salary Guide. 


professionals, according to Robert Half. Companies of all sizes are 
seeking business analysts at every level, largely because these posi- 
tions marry technology and accounting. 

“This is the person who bridges the gap between emerging tech- 
nologies, internal computer systems, and accounting and finance,” 
Fay said. Ideally business analysts leverage the technology infra- 
structure to drive the company’s efficiencies and profitability. 

For 2011, business analysts in businesses of all sizes can expect 
starting salaries and year-over-year increases as follows: 
®@ Entry level, up to 1 year of experience: 
$43,000 to $55,000 4% increase 
@ Junior level, 1 to 3 years of experience: 
$51,000 to $68,750 4.4% increase 
™@ Senior level: 


$66,500 to $85,500 5% increase 
@ Manager level: 
$78,250 to $102,500 4.5% increase 


Financial analysts are likewise in high demand, especially at mid- 
size companies ($25 million to $250 million in sales) and at large 
companies (sales exceeding $250 million), according to the 2011 
Salary Guide, primarily because identifying opportunities to increase 
profits is a priority for companies. 

“Before a company can launch a new product or expand its serv- 


ices, it has to do extensive research to see if the numbers make sense,” 
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Fay said. “Financial analysts identify what the business should be 

doing to perform ahead of competitors.” 

Predicted starting salaries for financial analysts for 2011 are ex- 
pected to fall within the following ranges (with the year-over-year 
increase noted as well): 

m Entry level, up to 1 year of experience: 
Midsize companies: $39,500 to $48,000 
Large companies: $41,000 to $51,750 

@ Junior level, 1 to 3 years of experience: 
Midsize companies: $46,750 to $61,500 


4.5% increase 
4.2% increase 


4.6% increase 


Large companies: $50,000 to $66,250 3.6% increase 
Senior level: 

Midsize companies: $60,000 to $78,000 4.7% increase 

Large companies: $66,000 to $85,250 4.5% increase 


mm Manager level: 
Midsize companies: $72,750 to $95,000 4.8% increase 
Large companies: $81,500 to $109,750 4.8% increase 
Tax accountants also are hot properties. “Becoming compliant 
with all of the new accounting regulations, particularly FIN 48, has 
driven the need for tax accountants. Although these [profession- 
als] are always critical to businesses, the new standards have esca- 
lated the need for tax specialists,” Fay said. 
For tax accountants, predicted 2011 starting salaries and the in- 
crease over 2010 are: 
™ Entry level, up to | year of experience: 
Midsize companies: $40,250 to $49,000 
Large companies: $41,500 to $51,250 
@ Junior level, 1 to 3 years of experience: 


4.4% increase 
4.2% increase 


Midsize companies: $46,000 to $59,250 4.7% increase 

Large companies: $48,500 to $64,250 4.4% increase 
® Senior level: 

Midsize companies: $54,750 to $73,500 4.5% increase 

Large companies: $65,250 to $82,500 4.6% increase 
i Manager level: 

Midsize companies: $69,500 to $92,500 4.9% increase 


Large companies: $81,250 to $108,750 4.8% increase 


PROJECTIONS FOR CFOS AND OTHER POSITIONS 
Among CFOs, starting salaries are expected to increase this year from 


1.8% (in companies with sales under $50 million) to 3.3% (in com- 
panies with sales of $250 million to $500 million). 


EXECUTIVE 


for corporate finance positions 
in Robert Half's 2077 Salary 
Guide is 5% for senior business 
analysts, who could see starting 
pay ranging from $66,500 to 
$85,500. 

i Other jobs showing strong 
year-over-year salary increase 


§ Across all corporate finance 
job titles, Robert Half Interna- 
tional predicts a 3.1% increase 
in starting salaries for 2011. That 
year-over-year progress is up 
considerably from last year’s 
0.6% forecast. 

@ The largest projected climb 
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For controllers—who are in high demand as companies work 
to enhance accounting and internal control systems and assist with 
growth initiatives—starting salaries should increase an average of 
2.9% across companies of all sizes, the Robert Half survey said. 

Although pay will fluctuate depending on the individual's ex- 
perience and the company’s size, starting salaries for general ac- 
countants will increase an average of 3% in small companies with 
sales under $25 million, as well as in larger companies with sales 
exceeding $250 million. However, starting salaries for general ac- 
countants are projected to increase more substantially, on average 
4%, in midsize companies (sales of $25 million to $250 million). 

Across the spectrum of all companies, senior accountants can 
expect starting salaries from $47,750 to $76,250; junior account- 
ants, with one to three years of experience, will start at $38,750 to 
$59,500. 

Positions with the lowest anticipated increases in starting salaries, 
ranging from 0.7% to 1.8%, include the treasurer and vice presi- 
dent of finance across companies of all sizes, as well as credit and 
collections associates in small companies. 

The report reflects national average starting salaries across a spec- 
trum of finance and accounting positions and is based on thousands 
of job placements managed by Robert Half. The ranges and pro- 
jected increases do not include bonuses, incentives or other bene- 
fits included in a total compensation package. Additionally, the re- 
port does not distinguish CPA vs. non-CPA salaries except to note 
those individuals with professional certifications or graduate degrees 
can earn an average of 5% to 10% more than the listed figure when 
the position does not inherently assume advanced degrees or pro- 
fessional certification. “Even if a job description doesn’t specify CPA 
as a requirement, being a CPA will get you in the right stack on the 
recruiter's desk, and it will get you greater compensation, in some 
cases 10% to 15% higher,” said the AICPA’s Scott. 


‘THE JOB MARKET 


Despite signs of wage traction, it is still an employer's market, ob- 
servers said. “What I’m hearing in the marketplace is that things 
are easing a bit for finance and accounting professionals, but over- 
all it’s still pretty tight, and starting salaries aren't as high as they 
once were,” said Scott. “Companies will give small salary increas- 
es, and those that are prospering will also give bonuses.” 

Among unemployed or underemployed finance and accounting % 


SUMMARY 


predictions include financial ana- 
lysts and tax accountants. 

@® Among CFOs, starting 
salaries are expected to in- 


Connie R. Gentry (conniegentry@nc. 
1com) is a freelance writer and editor. 


crease this year from 1.8% (in 
companies under $50 million) to 
3.3% (in companies with sales of 
$250 million to $500 million). 


To comment on this article or to 
suggest an idea for another arti- 
cle, contact Kim Nilsen, editorial 
director, at knilsen@aicpa.org or 
919-402-4048. 
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Exhibit 2 Fe stons 4 Interest 


HEHE MOK se General Accountant: Midsize Companies' (cont.) 









Company sales Projected increase Projected increase 
in millions Salaryrange over 2010 levels Position Salary range? —_ over 2010 levels 
$500+ : $271,250 to $395,500 2.3% 1 to 3 years of experience $42,000 to $55,500 - nah 0 









$100 t0 $250 $129,500 to $182,250 3.1% = 














cde ea Or. gs Ce ae ae Pare mC MSE Meee 
eeen Decent 150 si ee 
‘ Projected increase 
(The category assumes there is a corporate controller who reports to Position Salary range’ —_over 2010 levels 
the CFO.) Manager “8 $57,750 to $75,500") 33% 
CE — to 3 years ot experience — $38,750t0$50,500 2 
Company sales Projected increase Aa $34.000 to $41.250 ~—- 2 
in millions Salary range —_ over 2010 levels 





$5004 - $132,750 to $175,250 2.9% 


Aree 1) eee kee OL ee oi 











$94,250 to $1 24,750 2.9% Projected increase 
1S ! Position Salary range? _—_ over 2010 levels 
Up to $50 $67,000 to $91,000 2.9% Manager _$81,250t0 $108,750 4.8% 





1 to.3 years of experience $48,500 10 $64,250 4.4% 





General Accountant: Large Companies' 


Projected increase 
Position Salary range? _— over 2010 levels 


‘Manager = =s—ss—S—S—s«S$:73,750 10 $100,000 2.8% 





ie ne . ae “ Projected increase 
1103 years of experience $45,750 to $59,500 29% Position Salary range’ _— over 2010 levels 
Hae Y dea ore 3 75) Manager $69,500 to $92,500 _ 











eer AP Ceci ee Pced ROT eelilicom 1 to 3 years of experience 
Projected increase 
Position Salary range’ _— over 2010 levels 


Manager $63,500 to $83,500 4.4% 





1. Large companies = $250+ million in sales; midsize companies = $25 million to $250 million in sales; small companies = Wp to $25 million in sales. 


2. Add 5% to 10% for graduate degrees or professional certifications. 
Source: Robert Half International, 2017 Salary Guide. 
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professionals, those over 50 who were previously in senior-level po- 
sitions are having the hardest time finding jobs. The tight job mar- 
ket is the biggest factor, but another contributor is that senior-level 
finance professionals can and do remain in positions beyond typ- 
ical retirement age, said Matt Bud, chairman of The Financial Ex- 
ecutives Networking Group (The FENG), a global networking or- 
ganization with more than 38,000 members. To join The FENG, 
financial professionals (predominantly CFOs, controllers, treasur- 
ers, vice presidents of finance, tax, etc.) must earn at least a six-fig- 
ure annual salary and have 15 or more years of experience (most 
have more than 20 years of experience). 

The FENG sends daily e-mails of potential job opportunities to 
its members. “Eighteen months ago, I was sending 100 pages each 
Sunday, now we're lucky to have 30 pages,” Bud said. Another fac- 
tor hampering a seasoned CFO's search for new employment is that, 
while many were previously with a large company, chances of re- 
turning to a large corporation are slim since larger companies typ- 
ically promote from within. Bud suggested senior executives might 
find more opportunities in middle market firms and small startups 
that need the expertise—although salaries in that realm might not 
compare to what senior executives are accustomed to. 

Securing a job requires more open-minded flexibility than in the 
past. The hottest job markets may require relocation, and starting 


salaries can fluctuate dramatically between local markets. For in- 
stance, a CFO joining a small company in Dallas could expect a 
starting salary between $98,963 and $137,025, according to Robert 
Half, but in Detroit the same CFO’s starting salary at a small com- 
pany would range from $91,046 to $126,063. (See, “Customizing 
Salaries for Local Markets,” page 19 of the 2011 Salary Guide.) 
Based on RHI’s research, the most promising regions for job 
growth are the West South Central and, to some extent, the Pacif- 
ic region. CFOs seemed most optimistic about hiring in Arkansas, 
Louisiana, Texas and select areas of California and Oregon. Finan- 
cial services, manufacturing and health care are among the more 
active industries for job openings. * 
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by Robin M. Hensley 


ay you run a small accounting practice but are 

not a marketing expert. What can you do to build 

your business that’s easy, quick and inexpensive? 
The answer is LinkedIn. 


The LinkedIn platform is designed specifically for business use. 
It is the social media of choice for more than 90 million users 
around the world. Executives from virtually every Fortune 500 
company are represented. But LinkedIn is not just for the big 
guys. Sole practitioners and small practices can leverage its power, 
too, to reach a wider audience. 

Following are 10 tips accountants can use for accelerating con- 
nections and achieving new business successes via LinkedIn. 
(Those less familiar with LinkedIn’s basic functionality can refer 
to “Are You Linked In?” in this issue on page 48.): 

1. Make your profile complete using accounting language de- 
rived from your firm’s marketing materials, brochures or com- 
pany profile. 

The more detailed and descriptive your summary and spe- 
cialty profiles are, the easier it will be for someone searching for 
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your expertise to find you. Identify keywords by asking your- 
self, “What is my client prospect looking for? What search words 
might he or she use to look for me?” Take your lead from your 
firm’s marketing materials and firm profile and incorporate some 
of that language. For example, if you are a forensic accountant, 
you will certainly want to include that term in your profile. In 
my case, I include keywords that are likely to be searched on 
when describing my services as shown in the screenshot below. 


, Whie’Kobin's primary clients are attorneys and CPAs. she also works with executives 
| professionals and entrepreneurs in a wide variety of industnes in these practice specialties 


= Business Development Coaching 
| » Career Coaching 


2. Search for CFOs or tax directors by title to research new 
business targets. 

Save time searching for new business targets by using the Ad- 
vanced People Search feature, which you access by clicking on 
the word Advanced next to the search box in the upper-right 
comer of any page. You can find almost anyone by entering a 


www.journalofaccountancy.com 








‘ 


PRACTICE MANAGEMENT/TECHNOLOGY 


job title, keyword or phrase. For example, you can enter “CFO” 
or “Tax Director.” You can narrow your search by adding a city, 
state, country, industry, company or school, as shown in the 
screenshot below. 


Find People € Advanced People Search } Reference 


Keywords: 








First Name: 


Last Name: | Eoneans: 


= 
ar past fe] 


; 
| 
Curent or past Ly} | 
| 
i 
i 


= | Located in or near [| 
<2 te School: 
= ( Unked Ststes is 








If you want to win new clients in the international import/ex- 
port trade, for example, you might use “CFO import export” as 
your search term. 

Can‘t find what you are looking for? More extensive search- 
es for categories such as seniority level, years of experience and 
company size can be done with a premium membership. 

3. Conduct competitive intelligence research on current ac- 
counting clients, targets, referral sources, etc. 

Losing a client hurts. It is especially painful when you might 
have prevented the loss if you had just known more about that 
client’s situation. Using LinkedIn to follow your clients and their 
companies will help you research and stay current. LinkedIn helps 
you keep track of your list and makes it easy to add, change or 
delete your settings. 

For example, if a client acquires a new subsidiary, you will 
know as soon as it happens and can respond quickly with rele- 
vant services your firm offers. 

The Follow feature also works well for target clients, referral 
sources or companies you'd like to know more about. You can 
track new hires and watch general industry trends, too. 

You can follow anyone in a group in which you both have a 
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membership. To follow a company, you can click on any com- 
pany your connection lists in his or her profile, or you can visit 
the company profile of any company you want to follow and click 
on the Follow Company icon. 

4. Use LinkedIn Jobs to forward accounting jobs to friends, 
track those in new positions and send congratulatory notes, etc. 

One of LinkedIn’s major functions is to help people find work. 
The Jobs section allows you to look for work for yourself and/or 
post a position open at your firm. (There is a fee for listing an 
open position. That fee varies depending on geographic location. 
For example, a single 30-day job listing in the Atlanta area costs 
$195, according to LinkedIn’s Job Price Calculator.) 

According to LinkedIn, job applicants who are sourced 
through LinkedIn are of a higher caliber than those who are 
sourced through the major job boards—something to keep in 
mind if you are searching for talent for your practice. 

You can also forward job opportunities to your friends and as- 
sociates. When they find new positions and update their profile or 
status, you will be notified in All Updates on your Home page and 
can send them a quick note to say, “Well done!” See the screenshot 
below for an example. 


# Attach a link 





rofiles - More+ 








You will also receive automatic Network Updates e-mail alerts 
unless you opt out of that feature. 

“As a profession, we are all trying to bring in younger folks 
and excite them about the importance of what we do,” said James 
FE Hart, CPA/ABV/CFF MBA, CIRA, CFE, and managing mem- 
ber at Lightfoot Group LLC in Atlanta. “To find them and get them 


involved, we need to go where they go and be where they are, # 


SUMMARY 


@ Linkedin can serve as a use- 
ful tool for accountants to grow 
their businesses and stay on 
top of industry trends, whether 
they are sole practitioners or part 
of a large CPA firm. This and the 
next article provide tips and exam- 


ples from firms that have achieved 
success using this social media 
outlet as well as instructions on 
how to get started using it. 

@ Read basic tips for all pro- 
fessionals. Learn how to start an 
account, grow your network, join 


www.journalofaccountancy.com 


groups and get recommenda- 
tions. 

@ Beef up your profile and at- 
tract clients. Identify keywords 
by asking yourself, “What is my 
client prospect looking for?” or 
“What search words might he or 
she use to look for me?” Take 
your lead from your firm’s market- 
ing materials and firm profile and 
incorporate some of that lan- 
guage. 

@ Use the Follow feature. This 
feature lets you target clients, re- 


ferral sources, or companies 
you'd like to know more about. 
You also can track new hires and 
watch general industry trends. 

®& Join accounting-specific 
groups and groups that repre- 
sent your ideal client, reflect your 
practice specialty and/or your 
professional and personal inter- 
ests. All of these groups help you 
connect with people you want to 
meet, do business with, and with 
whom you share common inter- 
ests. Once you are a group mem- 
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ber, you can ask and respond to 
questions, make a comment or 
take a position on a topic. 


Robin M. Hensley (rhensley@ 
raisingthebar.com) is a business 
development coach and president 
of Raising the Bar. 


To comment on this article or to 
suggest an idea for another arti- 
cle, contact Alexandra DeFelice, 
senior editor, at adefelice@ 
aicpa.org or 212-596-6122. 
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such as through LinkedIn.” 

Hart is specifically putting this to work as the section chair 
for the Georgia Society of CPAs (GSCPA) Forensic & Valuation 
Services Section. Due to the effectiveness of the section’s LinkedIn 
group in adding value to its members, among other activities, Hart 
was honored as “Distinguished Member of the Year” by the 
GSCPA for his achievements in 2009. 

“LinkedIn works 24/7 for me as a leader of the GSCPA and 
in my personal practice,” he said. “It doesn’t cost us anything. 
For the section, there is no extra effort to monitor or respond 
because, whenever any of us are there, we can all jump in.” 

5. Join accounting-focused LinkedIn groups such as the 
Association for Accounting Marketing (AAM) and the AICPA’s 
Private Companies Practice Section (PCPS) to get business de- 
velopment tips. 

The AAM’s LinkedIn group and the AICPA’s PCPS offer edu- 
cation and professional development for the specific challenges 
accounting professionals face as they market their services. Par- 
ticipation in these LinkedIn groups gives you the opportunity to 
increase your visibility by asking and answering questions as well 
as raising points for discussion. 

You can search for professional groups by selecting “Groups” 
from the dropdown menu next to the search box in the upper- 
right corner of any page. See the screenshot below. 


Add Connections 


* Robin Hensley ~- Business Development Coach 
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6. Join your local accounting society or association’s LinkedIn 
group. Information is vital to success in today’s competitive ac- 
counting profession. Local accounting association groups keep 
you in touch with fellow members, keep you up to date on the 
latest events, and increase your visibility within the association. 

Elizabeth Kistler, public relations manager for the GSCPA, said, 
“The GSCPA LinkedIn group is growing larger and faster than 
any of our other social media outlets. ... It proves that GSCPA 
members are joining and using LinkedIn to advance their pro- 
fessional careers.” 

“The group now includes 844 of our total of nearly 10,000 
members. In other words, 8.5% of our membership is now con- 
nected through the site,” she said. 

You should also join other LinkedIn groups that allow free 
group participation even if you don’t belong to their association. 
Consider groups that represent your ideal client, reflect your prac- 
tice specialty and/or your professional and personal interests. All 


of these groups help you connect with people you want to meet, 
do business with, and with whom you share common interests. 

Once you are a group member, you can ask and respond to 
questions, make a comment or take a position on a topic. For ex- 
ample, a recent hot topic in the GSCPA group centered on study- 
ing for the CPA exam and which publishers did the best job with 
their study materials. That discussion generated a number of in- 
formation-rich responses and tips. LinkedIn’s weekly e-mail up- 
dates will keep you alerted to hot topics in the profession your 
group serves. (Weekly updates are automatic unless you opt out. 
Manage the notifications you receive by clicking on your name 
in the upper-right corner of any page and selecting Settings from 
the dropdown menu. Then under Email Notifications, select Re- 
ceiving Messages to bring up the menu shown below.) 





Digest 
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inMails, Introductions, and OpenLink 
invitations 

Profile Forwards 

Job Notifications 

: Questions from your Connections 
Replies/Messages from connections 


Messages between panding group applicants and 
group managers 
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7. Connect your profile to your accounting issues blog and/or 
your website. 

Have you just completed a new blog post or newsletter on 
the latest fund accounting practices? Linking your profile to your 
accounting blog or website can be an effective tool for building 
traffic. You can easily link your blog in the Edit Profile section 
of your profile as shown in the screenshot below. 














winections §00+ connections | 
Cv © Raising the Bar Euit | 
| e My Blog Edit | 
e Raising The Bar Linkedin Group Eq 
| Twitter rmhensiey Edit 
| Public Profile http://www linkedin comvin/robinhensiey Edit | 


You can also integrate your WordPress or TypePad blog di- 
rectly into your profile by adding the appropriate application. 
(Select Get More Applications... from the More dropdown 
menu at the top of any page. Scroll down until you find the 
WordPress or Blog Link powered by TypePad, click Add and fol- 
low the prompts. 
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Add more impact by posting a status update that mentions 
your latest blog post. For example, if you want to call attention 
to that blog post or newsletter on fund accounting practices, you 
could say, “Just posted some tips on Fund Accounting practices 
on my blog at www...” or “Just published some tips on Fund 
Accounting practices in this month’s edition of my online newslet- 
ter at www....” You can also attach the link instead of including 
it in the text. 

LinkedIn sends out a weekly update to everyone in your net- 
work—another way to reach out to your connections and en- 
courage traffic to your blog. Again, those default settings can be 
easily changed as described in Tip No. 6. 

You don’t have a blog or newsletter? You can still link to your 
website and show any changes in a status update. 

8. Join alumni networks for past accounting employers. 

Don't overlook your past employers. Connections made through 
past employment alumni networks are often excellent sources for 
references, new employees and business referrals. For example, the 
Ernst & Young Alumni Group has more than 20,000 members. 

Not a Big Four alum? Your former co-workers at any past em- 
ployer may have set up a group. Or, why not start one yourself? 
But before you do, consider checking the company’s social media 
policies first. 

Look for these groups by name in the Groups Directory or 
include “alumni” with your search term in the search box. 

9. Maintain your marketing effort during busy season, or 
whatever that season is for your firm, by taking advantage of 
LinkedIn’s ease of use. 

Fifteen minutes three times a week on LinkedIn can help you 
stay on top of marketing even during the busiest times of the year. 
(One caveat, however. Fifteen minutes can quickly turn into three 
hours if you’re not careful. Watch the clock or set a timer to make 
sure you stick to your schedule.) 

@ Minutes 1-5: Do a status update. Have you just landed a 
new client (no names, of course, unless your client agrees) 
or achieved a personal best? It only takes a minute, but each 
posting is far-reaching thanks to LinkedIn’s Weekly Updates 
broadcast. (For more on status updates, see “Make Your Mark 
With Your Social Media Status” on page 20 in this issue.) 

i Minutes 6-10: Browse All Updates on your Home page. 
Congratulate a connection or comment on a profile update, 
even if it’s just to say, “Great new photo.” All of these com- 
ments go out to your entire network. 

® Minutes 11-15: Glance through People You May Know by 
clicking on Add Connections in the upper-right corner of 
the Profile screen and selecting it from the screen that ap- 
pears. These are people who are connected to your con- 
nections. If you see someone you know, invite him or her 
to join your network. When your invitation is accepted, All 
Updates, shown on your Home page, will reflect that and 
your new connection will be included in the Weekly Up- 
dates broadcast. See the screenshot in the next column. 
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If 15 minutes three times a week is too much, post just one 
status update every other day and invite a connection with just 
one new person a day. 

“Stated simply, I always have my LinkedIn page open when 
I'm at my desk, so that I can watch for updates from my con- 
nections,” said Thomas L. Jollay, CPA, a shareholder at Bennett 
Thrasher, a large Atlanta-based accounting, audit and consulting 
firm. “I also devote 15 to 30 minutes of every day to reaching out 
through the network. I make notes of people I need to get intro- 
duced to in the future and monitor activity of our current clients.” 

10. Inspire all of your accounting firm or company ac- 
counting department employees to join with you and benefit 
from the power of a group marketing effort. Organize LinkedIn 
training sessions for them so they can get the most out of it for 
the firm and for themselves. 

Don't keep LinkedIn a secret. Invite your associates and em- 
ployees to participate. Use by multiple employees will bring a mul- 
tiplier effect to your network activity and increase your online 
presence exponentially. Be sure to set clear policies on LinkedIn use 
to avoid nondisclosure and privacy issues, and be sure to provide 
the proper training so everyone participating will get the most out 
of his or her efforts. If you don’t have time to develop a training 
program, bring in an outside expert to deliver the training for you. 

Jollay and his colleagues have achieved sales results from post- 
ing information on LinkedIn about articles they want to draw at- 
tention to. “I have definitely had numerous individuals respond 
to offers for various articles. This has led to in-depth calls about 
specific needs they may have at present or pending,” he said. 

Michael Blake, director of Valuation Services at Atlanta-based 
Habif, Arogeti & Wynne LLP, knows that LinkedIn can lead to 
concrete results, too. “Through LinkedIn, I have (already) got- 
ten one valuation engagement for $10,000.” 

He did this by scanning his targets to see what they were read- 
ing. When he noticed that one of them had listed a valuation book 
on his Reading List by Amazon (found by scrolling down the 
right side of the Home page), he reached out, suggested anoth- 
er book and asked if there were any questions he could answer. 
That contact eventually led to a meeting, and the potential client 
hired Blake to perform the engagement. 

LinkedIn is a highly intuitive and easy-to-use tool that offers 
access to the people you already know personally and profes- 
sionally, and the people you want to know. Using these 10 sim- 
ple tips will help you maximize your time and effectiveness 
online as you market your services in a shifting and aggressive 
work climate. ~ 
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Are You Linked In? 


An introduction to the social media tool 


by Caroline O. Ford, CPA, Ph.D., and Justin Lim 





hile Link edIn provid es b ene f it Ss p art i cu- ‘Link wedi nie Petre RU a UO TO GAUSS OT eae ea eK ] 
larly helpful for accountants, it is impor- | 
tant to review all that a free, basic LinkedIn | 





account offers. From profile creation to making con- 


nections and recommendations, LinkedIn tools can : First Name: | | 
benefit users in any profession. LeatNeties (0 ae ee ah 
| Email: [ Bea eh 7 

eae pera. See el ies | 

CREATING AN ACCOUNT | New Peseword: [ 1 
Getting started with LinkedIn begins with visiting linkedin.com | 6 of more characters 
to create a professional profile as shown in the screenshot at . | 
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During registration, choose either a free (Basic) account or a 
premium account. Both allow you to create a professional pro- 
file, join groups, and search and apply for jobs. Premium accounts 
include features such as the ability to see who has viewed your 
profile, send messages to those you are not connected to, save 
profiles to folders, and have premium search filters and automated 
search alerts. A range of premium accounts exists for business 
owners, recruiters and job seekers. Four premium account lev- 


els exist for businesses and recruiters with monthly prices of 


$24.95, $49.95, $99.95 and $499.95. Each level has increased 
features. The chart below provides details, including how many 
searches, introductions, etc., can be performed at one time. (See 
the “Connections” section of this article for a description of In- 
Mail and Introductions.) 














Monthly fee 
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| Saved Searches 
Open 7 
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PROFILE 
After creating an account, choose Edit Profile to get started (see 
the screenshot below). Visible to your network and others search- 
ing on LinkedIn, your profile displays your name, experience, 
education, executive summary and skill set, recommendations 
and a photo. 


1 Hame Profile Cortacts Groups Jobs Inbox More 
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- Edit Profile jew Profile 


Carie Ford scat 
Assistant Professor of Accounting at Baylor University 
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+ Add Photo 
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You have the option to display your maiden name or only the 
initial of your last name to people outside your network. Expe- 
rience outlines former positions and allows for detailed job de- 
scriptions. Specific expertise, accomplishments and goals are 
described within your executive summary, and recommendations 
allow you to ask to be endorsed for any position on your LinkedIn 
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profile. More information on recommendations is explained later 
in this article. 


CONNECTIONS 


After creating a profile, start making connections (see the screen- 


shot below). Users can control who joins their network through 
several means: Invitations, Introductions and InMail. Two users 
connect when one sends an invitation to the other and the other 
accepts. LinkedIn will suggest potential connections to invite 
based on your profile information. For example, using your em- 
ployment history, LinkedIn lists other members who worked for 
the same company at the same time. Similarly, LinkedIn finds 
classmates from your alma mater and/or colleges attended. Ad- 
ditionally, you can import your address book from an Internet- 
based e-mail account or an Outlook contacts file, manually input 
e-mail addresses, or use the search feature to find users you know. 
If your contacts are not already members, a feature allows you 
to invite them to join. Connections that have accepted are con- 
sidered first-degree connections. 








Add Connections Colleagues Classmates  Peaple You May Know 


Get more value out of Linkedin by inviting your trusted friends and colleagues to connect. 


See Who You Already Know on Linkedin 


Searching your email contacts ¢hotmail.com, gmail.com, yahoo.com, aol.com) is the easiest 
way to find people you already know on Linkedin, Learn More 














It is important to carefully screen who you accept as a con- 
nection; just as it is important to choose wisely those you invite. 
If there is someone with whom you would like to connect, but you 
do not know, consider using the Introductions feature available 
in LinkedIn. Within LinkedIn, second-degree connections are peo- 
ple connected to you through first-degree connections but are not 
connections to you. The levels of separation reach third-degree con- 
nections, followed by those outside your LinkedIn network. 

The Introductions feature lets you contact members who are 
two or three degrees away from you. Just as you might call a mu- 
tual friend or colleague to introduce you to someone, you can send 
a LinkedIn introduction request through the connections you 
know and trust. By visiting the Profile page of the individual with 
whom you want to be introduced, you can request to be intro- 
duced through a mutual LinkedIn connection. Your connection 
(at his or her discretion) can then forward the introduction re- 
quest. Responding to an introduction does not automatically re- 
sult in a connection. To become connected, a member must send 
or accept an invitation using an e-mail address that was shared 
through the introduction process. The number of introductions 
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sent is limited based on account type chosen. A Basic LinkedIn 
account may send five requests at a time. Once the maximum 
amount of requests is issued, a user must wait for an introduc- 
tion to be accepted before sending another. 

InMail allows you to send messages directly to LinkedIn users 
who are second or third degrees away from you or outside your 
network. InMail is not necessary for first-degree connections or 
members of your groups; a Send message link allows you to send 
messages to these members at no charge. InMail allows you to 
contact job candidates, those with whom you do not have a face- 
to-face relationship, or LinkedIn members whose e-mail address 
you do not know. InMail can be a quicker and simpler alterna- 
tive to Introductions. Sending InMail is a paid feature that is part 
of a premium account or can be purchased individually. Basic ac- 
counts can receive unlimited InMails but incur a fee to send them. 
LinkedIn charges for InMail to prevent spam. Depending on your 
paid subscription, you can send up to 50 InMails per month. 

Overall, these methods of communication allow users to re- 
connect with colleagues and classmates and form new connec- 
tions through a trusted network. Privacy settings allow members 
to restrict or allow the kinds of interactions desired, making 
LinkedIn attractive to motivated, credible professionals while 
keeping spammers and phishers out. 


TOOLS 

LinkedIn allows users to create and join groups based on inter- 
est. Joining groups is an important venue for increasing your pro- 
file visibility as well as keeping track of current and former 
employees, college friends and other alumni. Based on your pro- 
file information, LinkedIn will create a list of groups for you in 
a Groups You May Like option on the Groups tab. You may 
also go to the Groups Directory and search your industry or by 
keyword to join a group; once accepted, you can share with the 
group. 

At any time, a click on your photo takes you to your recent 
activity and links you to Discussions I’ve started, Discussions 
I’ve joined, or Discussions I’m following. Within these group 
discussions, you can create original Comments, choose the Like 
icon (thumbs up) or Unlike it, or choose the pass icon (thumbs 
down). Some groups have a Jobs tab that allows you to review 
jobs posted by other group members or yourself. Groups help 
facilitate the sharing of knowledge and best practices as well as 
provide a place for people to come when they are looking for an- 
swers. (For more on accounting-specific groups, see “LinkedIn 
Tips for CPAs” in this issue, page 44.) 

Another hotspot of activity and opportunity is the Answers 
portion of LinkedIn available in the More dropdown tab (see the 
screenshot atop the next column). The Answers section allows 
users to read past, closed Q&As or ask/answer open questions. 
Questions and answers are topically organized; the Finance and 
Accounting category contains 10 subcategories, including Au- 
diting, Budgeting, Corporate Tax, and Mergers and Acquisitions. 





Answering questions respectfully and promptly can help build 
your online business reputation and credibility with LinkedIn 
users outside your connection network. 
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RECOMMENDATIONS 

Rather than writing “Recommendations Available Upon Request” 
or simply listing names at the bottom of your resume, LinkedIn 
allows you to post written recommendations directly to your 
LinkedIn profile (see the screenshots below). To request Rec- 
ommendations, which are found in the Profile tab, first choose 
one of your positions and then specify which of your connec- 
tions you want to write your recommendation; an e-mail creat- 
ed from within LinkedIn will send your request. You will receive 
your recommendation with an option to accept and post to your 
profile, request a replacement (due to spelling or other error), or 
archive (ignore). When writing recommendations for others, you 
may enter their e-mail address directly, locate them among your 
connections, or visit their profile. You will be asked to specify 
whether they are a colleague, service provider, business partner 
or student. Sent recommendations can be revised, replaced and 
withdrawn. The person receiving the recommendation must ap- 
prove changes before they are posted on his or her profile. With- 
drawn recommendations do not alert the person to whom the 
original recommendation was written. 
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WORDS OF CAUTION 
Even amid the numerous benefits of LinkedIn’s networking, criti- 
cisms exist. Some fear that the younger generation will grow up re- 
lying solely on impersonal, Internet relationships, potentially 
replacing good, old-fashioned personal conversation and hand-shak- 
ing. The use of LinkedIn for professional networking along with 
the many social networking sites in use may be seen as a social skills 
disaster. Furthermore, many LinkedIn connections are made with 
people you know from a pre-professional time of life. It may be that 
your college reputation is not the same as your current, working 
professional reputation. Also, even with LinkedIn’s spam-control 
features, some members may use the site for self-promotion and 
send groups messages about their products or services offered. 
Being smart about whom you accept as a connection is one 
way to help combat any potential disadvantages. Do not try to 
be the “hub” of all LinkedIn; it will weaken your credibility. Be 
honest in your profile. Use a profile picture, but ensure it is a 
current, professional photo. Save the casual pose, family photo 
or logo for a less formal social networking site. It’s important to 
create your executive summary in a Word document first. Spelling 
and grammar errors can be costly. Finally, be sure to visit the 
Learning Center link located in the More tab. There you will 
find additional helpful resources and user guides. (See the re- 


sources box at the end of this article.) The Customer Service 
link is particularly useful for basic keyword searches. You now 
have background knowledge about the creation of and the many 
advantages of a LinkedIn account. Ready, set, Link In! ~ 


Caroline O. Ford (carie_ford@baylor.edu) is an assistant professor of ac- 
counting at Baylor University. Justin Lim (justin_lim@baylor.edu) is a master 
of taxation graduate student at Baylor University. 


To comment on this article or to suggest an idea for another article, contact 
Alexandra DeFelice, senior editor, at adefelice@aicpa.org or 212-596-6122. 
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AICPA RESOURCES > . 


Webcasts pas 
AICPA Social Media webcast archive, tinyurl. com/Anngzsg : 


_ PCPS Social Media Toolkit 
This toolkit from the Private Companies Practice Section sends 
deep-dive guides for four tools (Twitter, LinkedIn, Facebook and 
blogging), instructions for developing a sample social media usage 
policy, overall guidance on how to figure out where to start and how 
social media should be a part of an n integrated tageanl, strategy, 
tinyurl.com/38yrsqd_. : 
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AICPA Professional Standards 


AICPA Professional Standards provides a comprehensive source of professional 
standards applicable to non-public companies, and contains pronouncements 


issued by the AICPA. 


This edition includes four new SASs, SSAE No. 16, SSARS No. 19, 


and more. 
Professional Standards includes statements on: 


® Auditing Standards and Related Interpretations 


® Standards for Attestation Engagements and Related Interpretations 
® Standards for Accounting and Review Services and Related Interpretations 


® Quality Control Standards 
® Standards for Valuation Services 





Available in 3 formats: 
Online Subscription, 
Paperback, and 
Loose-leaf Subscription. 


® Standards for Tax Services and Related Interpretations 


® Responsibilities in Personal Financial Planning Practice 


® And much more! 


For more information, go to 
cpa2biz.com today. 


cpa2biz.com | 888.777.7077 
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Motor Fuel Tax Refund for 
Off-Road Use 





Many taxpayers may be overlooking the refund 
or credit available under IRC § 6421 for federal 
excise taxes paid for motor fuels and similar 
state provisions. The taxes are on fuels used to 
power vehicles and equipment on roads and 
highways. Taxes paid for fuel to power vehicles 
and equipment used off-road may qualify for 
the refund or credit. This includes farm 
equipment and certain boats, trains and 
airplanes. 


In most states and for the federal government, the taxes 
collected are placed into a special fund designated for 
highway and road construction and maintenance. The 
federal trust fund is primarily devoted to the interstate 
highway system and related infrastructure maintenance and 
improvement. Each state administers its own highway trust 
fund. For federal purposes, the credit applies only to 
business use of fuel. With some exceptions, states with 
specific laws and procedures for a refund or credit for off- 
road fuel use generally do not require that use to be for 
business purposes. A number of states, however, do not 
allow refunds for fuels used in recreational vehicles or 
recreational use of motor boats. Some set a threshold 
number of gallons 
purchased and used 
during a year or other 
period for claiming a 
refund. 

For large farming, 
fishing or other fuel- 
intensive businesses, 
the amount of the refund can be significant. In 2010, the 
federal tax per gallon generally was 18.3 cents for gasoline 
and 24.3 cents for diesel fuel. Diesel fuel is also available for 
off-road use without payment of excise tax, in which case it 
is dyed to designate it as exempt. Taxpayers that produce 
their own fuel, such as biodiesel, are required to file and 
pay for any over-the-road usage of the fuel. 


In 2010, the federal tax per gallon 


generally was 18.3 cents for gasoline and 


24.3 cents for diesel fuel. 


To claim a credit for the federal tax, taxpayers file with 
their tax return Form 4136, Credit for Federal Tax Paid on 
Fuels. If the expense for purchasing the fuel (including the 
tax) is deducted as a business expense, the credit or refund 
must be included in gross income by the taxpayer. 
Taxpayers with at least $750 in credit or refund due in a 
quarter or any number of quarters within a year may file for 
a refund with Schedule 1 of Form 8849, Claim for Refund of 
Excise Taxes. 

Taxpayer records should include the name and address 
of the seller of the fuel, dates of purchase and number of 
gallons purchased during the year for each type of qualified 
business use. Under Treas. Reg. § 48.6421-4(b), qualified 
business use of gasoline includes gasoline used in stationary 
engines for certain equipment, such as compressors and 
generators. Furthermore, for a highway vehicle, not only 
must the use be off a road or highway, but also the vehicle 
must not be registered or required to be registered for 
highway use under the laws of any state or foreign country 
(IRC 8 6421(e)(2)(A)). A credit was denied a trucking 
company for fuel consumed while its trucks idled at rest 
stops beside the highway, even though on-board computers 
recorded the amount of fuel so used (Hi-Way Dispatch Inc. v. 
U.S., 858 FE Supp. 880 (1994)). Only fishing or whaling are 
considered qualifying business uses of a motorboat (section 
642 1(e)(2)(B)). 

A refund is also available under sections 6421(b) and (c) 
to private operators of school buses and buses for public 
transport and certain other exempt purposes described in 
section 4221. 


STATE REFUNDS 
The state taxes per gallon of motor fuel vary from 8 cents in 
Alaska to 37.5 cents in Washington. For diesel fuel, the state 
tax rates vary from 8 cents in Alaska to 39.6 cents in 
Connecticut. Each state has its own forms and rules for 
applying for a state motor fuel tax refund. For example, in 
North Carolina, a 
taxpayer must keep 
track of fuel purchased 
for approved uses and 
report the number of 
gallons used on the 
appropriate tax form, 
such as Form GAS 
1201, Motor Fuel Claim for Refund Tax-Paid Motor Fuel Used 
Off-Highway. The taxpayer must also report the type of 
equipment using the fuel, type of fuel used in each vehicle 
and fuel tank capacity. For farms, the taxpayer also must 
report the number of acres farmed. 

Taxpayers that own watercraft often overlook the fact that 
some states refund at least some of the taxes paid on motor 
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fuel used to operate them. The American Boating Association Credit 
has links to several states to assist in claiming the refund Fuel Gallons per gallon* Amount 
(americanboating.org/fueltax.asp). A separate claim is Gacoinel Fibs dog). > S000 SL arogole 
required for each state of purchase. Dies 0,000 $000 sy Boome 
EXAMPLE: OFF-ROAD USE By A BUSINESS pola’ eras state refund a 
ABC Quarries operates gasoline-powered rock drills, * Rates are per Tex. Tax Code Ann. 88 162.102 and 162.202. 
crushers, generators and other equipment and six diesel- 
powered front-end loaders in its limestone quarries in Total federal and state refund/credit $7,051 
Texas. During 2010, ABC purchased and used in the Rice a se ea RG Manet 0k a Oe 
equipment 8,000 gallons of gasoline for which excise taxes ABC reports the refund or credit in gross income on its 
were included and 9,000 gallons of undyed diesel. On its federal income tax return. Applying a marginal corporate 
2010 federal income tax return, ABC claims the following income tax rate of 35% makes the after-tax value of the 
federal credit or refund for off-highway business use: refund or credit $4,583, less any similar effect on ABC’s 
i Texas corporation franchise tax liability. 
Credit 

Jets Soon ogee cn Amoont By Marc I. Lebow, CPA, Ph.D., (marc.lebow@hamptonu.edu) 
Gasoline 8,000 $0.183 $1,464 and Michael McLain, CPA, DBA, (mcklaipm@gmail.com) both 
Diesel 9,000 $0.243 $2,187 of Hampton University. 
Total federal refund/credit $3,651 aaa! 
Cee aoc eee | alam es ols Tocommenton:this articleortoisuggest:an ideajoranotheriari= 

ABC also calculates a Texas state refund (Form 06-106, cle, contact Paul Bonner, senior editor, at pbonner@aicpa.org or 
Texas Claim for Refund of Gasoline or Diesel Fuel Taxes): 919-402-4434. 
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PREPARER REGULATION 


CPA-SUPERVISED 
NONSIGNING PREPARERS 
EXEMPTED FROM EXAM, 
CONTINUING EDUCATION 

The IRS issued guidance on new regula- 
tions governing tax return preparers 
(Notice 2011-6), and provided an excep- 
tion to its return preparer regulation plan 
for nonsigning preparers supervised by a 
CPA, attorney, enrolled agent or other Cir- 
cular 230 practitioner. The notice also 
provides an exception for individuals who 
prepare returns that are not covered by the 
IRS’ planned competency exams. 

As part of the new regime, Treas. Reg. 
§ 1.6109-2(d) provides that beginning 
Jan. 1, 2011, a tax return preparer must 
be a CPA, attorney, enrolled agent, or 
“registered tax return preparer” to obtain 
a preparer tax identification number 
(PTIN), which is required for all prepar- 
ers who for compensation prepare all or 
substantially all of a tax return. “Regis- 
tered tax return preparer” is a new cate- 
gory comprising return preparers who 
have met the IRS’ competency testing and 
continuing education requirements, or 
will, once those are developed. 

Supervised nonsigning preparers. In 
Notice 2011-6,.the IRS carved out an 
AICPA-advocated exception from the 
competency examination and continuing 
education requirements allowing non- 
signing preparers who are 18 or older and 
for compensation prepare, or assist in the 
preparation of, all or substantially all of a 
tax return or claim for refund to obtain a 
PTIN if: 

m The individual is supervised by a 
Circular 230 practitioner (that is, an attor- 
ney, CPA, enrolled agent, enrolled retire- 
ment plan agent, or enrolled actuary 
authorized to practice before the IRS); 


®@ The supervising Circular 230 prac- 
titioner signs the tax returns or claims for 
refund prepared by the individual; 

@ The individual is employed at the 
law firm, CPA firm or other recognized 
firm of the tax return preparer who signs 
the tax return or claim for refund; and 

m The individual passes the IRS- 
required tax compliance check and suit- 
ability check (when available). 

The notice provides definitions of “law 
firm,” “CPA firm,” and “recognized firm” 
for purposes of the exception. A CPA firm 
is “a partnership, professional corpora- 
tion, sole proprietorship, or any other 
association that is registered, permitted, or 
licensed to practice as a certified public 
accounting firm in any state, territory, or 
possession of the United States, including 
a Commonwealth, or the District of 
Columbia.” A “recognized firm” is any 
similar entity other than a law firm or CPA 
firm that “has one or more employees law- 
fully engaged in practice before the IRS 
and that is 80 percent or a greater percent 
owned by one or more” Circular 230 prac- 
titioners. 

Individuals who receive PTINs under 
this exception will not be required to meet 
the competency examination or continu- 
ing education requirements that will be 
imposed on registered tax return prepar- 
ers. However, such individuals must not 
sign any tax returns that they prepare or 
assist in preparing for compensation. They 
cannot represent taxpayers before the IRS, 
and they cannot claim to be either a reg- 
istered tax return preparer or a Circular 
230 practitioner. 

The IRS warns that nonsigning pre- 
parers who qualify under this exception 
are subject to the duties and restrictions 
in subpart B of Circular 230, even though 
they are not Circular 230 practitioners. 

Preparers of returns not covered by 


competency exam. At least initially, the 
IRS will test preparers only on Form 1040 
returns. Notice 2011-6 provides that indi- 
viduals may obtain a PTIN without pass- 
ing the competency examination if they 
certify that they do not prepare or assist 
in preparing the Form 1040 series (or 
other returns covered by future examina- 
tions) and they pass the required tax com- 
pliance check and suitability check 
(when available). These individuals will 
also be excused from the continuing edu- 
cation requirements, although the IRS 
says that it may require them to meet 
those requirements in the future. 

Forms that do not require a PTIN. 
The regulations specify that the PTIN 
requirement applies to any return, claim 
for refund or tax form submitted to the 
IRS unless specifically excluded. The 
notice listed 28 forms or series of forms 
not subject to the PTIN requirement. 
They include some common information 
reporting forms, such as Forms W-2 and 
W-7 and the Form 1099 and 1098 series, 
as well as several types of applications 
and requests. 


INCOME VS. CAPITAL 
CONTRIBUTION 


STATE PAYOUT BONUSES WERE 
CAPITAL CONTRIBUTIONS 
The U.S. District Court for the Middle 
District of Florida held that payments 
received by an insurance company from 
the state of Florida were capital contri- 
butions and not income, since the state 
intended the payments to be nonshare- 
holder capital contributions to encourage 
capital investment by private insurers in 
the Florida insurance market. 

IRC § 118(a) excludes “any contribu- 
tion to the capital of the taxpayer” from 
gross income. Treas. Reg. § 1.118-1 permits 





54 Journal of Accountancy March 2011 


www.journalofaccountancy.com 


the exclusion of capital contributions of 
shareholders and nonshareholders from 
income, including contributions of money 
or property by a government, if used as an 
inducement to relocate or expand the 
recipients business. However, if the pay- 
ments are received in return for services 
provided or to limit production, they are 
included in income. 

The Supreme Court in U.S. v. Chicago, 
Burlington & Quincy Railroad Co., 412 U.S. 
401 (1973), stated that the intent or 
motive of the nonshareholder transferor 
determines whether there is a capital con- 
tribution and listed five characteristics of 
a nonshareholder capital contribution. The 
payment must become part of the recipi- 
ent’s permanent working capital, be bar- 
gained for, result in a benefit to the 
recipient in an amount roughly equal to 
the payment, and be used to produce addi- 
tional income. It may not be received in 
return for an identifiable good or service. 
The Eleventh Circuit Court of Appeals, in 
US. v. Coastal Utilities Inc., 514 F3d 1184 
(2008), added that other characteristics 
may be examined if they are helpful to 
determine intent. 

Southern Family Insurance Co. was 
formed in 1996 to take advantage of a pro- 
gram established by Florida after the num- 
ber of private insurers writing windstorm 
policies in the state drastically decreased 
after Hurricane Andrew in 1992. The 
Florida Legislature created the Residential 
Property and Casualty Joint Underwriting 
Association (JUA) to be the insurer of last 
resort for windstorm policies; however, by 
1996 the JUA had almost a million poli- 
cies in force. To encourage private insur- 
ers to write more windstorm policies, 
new legislation provided takeout bonus- 
es of up to $100 per policy transferred 
from the JUA to private insurers. The 
bonuses were put into an escrow 
account, and if the private insurer pro- 
vided coverage for three years and com- 
plied with other provisions of the law, the 
insurer would receive the bonuses. For 
policies written by Southern Family, the 
JUA deposited into escrow $7,125,000 for 
1996; $4,754,281 for 1997; $2,430,458 
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for 1998; and $832,100 for 1999. 

The latter year’s amount was released at 
the end of the escrow period to the com- 
pany, which reported it on its corporate tax 
return as a nontaxable capital contribu- 
tion. The IRS determined the bonuses for 
1996-99 should have been included in 
Southern Family’ income in the same year 
the JUA deposited the money into the 
escrow accounts. Southern Family paid 
the taxes and filed suit in District Court for 
a refund of those taxes. In July 2010, the 
court held that the amounts should not be 
income when deposited into the escrow 
account; however, that holding would 
matter only if the court later ruled that the 
amounts were income (included in 
income in the year of release), not capital 
contributions. 

In December 2010, the court held that 
the payments were capital contributions 
and thus excludable from income. It held 
that the language of Florida's legislation 
intended that the bonuses would be 
paid-in capital, not income. After apply- 


ing the five factors of Chicago, Burlington 
& Quincy Railroad Co., the court held that 
the bonuses became part of Southern 
Family's permanent capital. The bonuses 
were bargained for, since the two parties 
negotiated the takeout arrangements. Also, 
the bonuses were paid in cash, causing 
the benefit received by Southern Fami- 
ly to correspond to the value of the 
bonuses. Also, those bonuses helped 
Southern Family write more policies, 
which produced additional income. The 
court also held that any services provided 
by Southern Family were to its policy- 
holders, not to the JUA. The JUA received 
no direct benefit from those payments, and 
the sole purpose of the payments was to 
benefit the private insurance market in 
Florida. 

@ Southern Family Insurance v. U.S., 
docket no. 8:05-cv-2158-TL-30MAP M.D. 
Fla., 12/1/2010 


By Charles J. Reichert, CPA, professor of 


accounting, University of Wisconsin-Superior. } 
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INNOCENT SPOUSE RELIEF 


EDUCATED SPOUSE DENIED 
RELIEF 
The Tax Court upheld the IRS position 
that an educated spouse was unreason- 
able in believing her ex-husband would 
pay a tax deficiency, and denied her inno- 
cent spouse relief. 

Elizabeth B. Kelly, who had received 
a degree in social science, married Sean 
Kelly in 1981. Sean Kelly worked at Port- 
folio Analytics, a brokerage and invest- 
ment services company, as a marketing 
consultant. In 1987 Elizabeth Kelly also 
began working at Portfolio Analytics. 
Although as office administrator her 
position was less prominent than her 
husband’s, she had an ownership inter- 
est in the company. Sean Kelly’s father 
operated a retirement plan consulting 
company he had founded. In 1997 Sean 
Kelly and his parents formed EPC Con- 
sulting, to provide services to early retire- 
ment plans of teachers on the West 
Coast. 

Sean and Elizabeth Kelly's lifestyle fea- 
tured several cars, private school tuition 
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for their children, ownership of a horse, 
and a $900,000 home. Elizabeth Kelly 
managed the household and paid all 
the bills. She also worked with their 
accountant when having their joint 
income tax returns prepared. 

Sean Kelly developed alcohol and drug 
addiction problems and ran up extrava- 
gant expenses charged to EPC Consulting. 
As a result, his parents bought out his 
share of the business as part of a severance 
agreement. The Kellys ultimately had dif- 
ficulty paying their bills and developed 
bad credit as a result of reduced income 
and their continued high lifestyle. In 2009 
they were divorced. 

In 2004 and 2005, the Kellys report- 
ed total income of about $446,000 and 
$505,000, respectively. Those amounts 
included about $357,000 and $321,000, 
respectively, from severance payments 
from EPC Consulting to Sean Kelly. For 
the years in question there was little tax 
withholding or estimated taxes paid, and 
none of the severance money was used to 
pay the taxes. The unpaid tax liabilities 
were nearly $100,000 for 2004 and 
$115,000 for 2005. Elizabeth Kelly 
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signed the tax returns each year, subse- 
quently contending to the IRS that she 
did so because her husband had agreed 
to pay the balances due. 

In 2006 the IRS began collection activ- 
ities, and neither of the Kellys requested 
a collection due process hearing. In 2008 
Elizabeth Kelly filed Form 8857 request- 
ing innocent spouse relief under IRC 8 
6015, which the IRS denied, since she 
had missed the two-year deadline for fil- 
ing as required in sections 6015(b) and 
(c). She then petitioned the Tax Court 
seeking equitable relief under section 
6015(f). Although the statute does not 
specify a two-year deadline for filing 
under subsection (f), the IRS has 
imposed one in Treas. Reg. 8 1.6015- 
5(b)(1). The Tax Court has held the reg- 
ulation invalid but has been reversed by 
the Seventh and Third circuits (see “Inno- 
cent Spouse Relief: Alternatives After the 
Lantz Case,” JofA, Dec. 2010, page 46, 
and “Line Items: Another Circuit 
Upholds Two-Year Limit for Innocent 
Spouse Claims,” below). However, the 
Tax Court did not address the timeliness 
issue in the instant case, deciding it on 
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other grounds. 

The Tax Court considered the safe har- 
bor provisions of Revenue Procedure 
2003-61. A spouse requesting relief must 
have no knowledge or reason to know 
that the other spouse would not pay the 
tax. The court found that Kelly should 
have known that her husband wouid not 
pay the tax. The court noted that she had 
taken responsibility for paying the 
household’s other bills, her husband had 
a drug and alcohol addiction, he exhib- 
ited erratic behavior, and his severance 
pay had not been set aside or used to pay 
the tax at the time of filing. She knew of 
the family’s financial problems, and she 
was “an educated person” with more than 
20 years of experience in the financial 
industry. The court was not sympathetic 
on the issue of economic hardship after 
considering conflicting information sup- 
plied to the IRS and seeing monthly 
expenses that included more than $300 
for satellite television, more than $250 for 
cell phones, and more than $150 for 
maintenance of a horse. 

In considering equitable factors under 
section 4.03 of the revenue procedure, 
the court still found no reason to grant 
innocent spouse relief. Although the tax 
liability was substantially her husbands, 
and he had agreed to pay it under the 
terms of the divorce agreement, she 
should have known he could not pay. The 
court said Elizabeth Kelly received a sig- 
nificant benefit from the unpaid tax lia- 
bility, specifically, her high lifestyle. 
Because of Elizabeth Kelly’s level of edu- 
cation and her involvement with the 
accountant preparing the tax returns, the 
court rejected her claim that she did not 
know she could file separately. 

@ Elizabeth B. Kelly v. Commissioner, TC 
Memo 2010-267 


By Donald L. Rosenberg, Esq., CPA, pro- 
fessor of accounting, Towson University, Tow- 
son, Md. 


Tax Matters editor Paul Bonner can be 
reached at pbonner@aicpa.org or 919-402- 
4434. 
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Line Items 


DEFYING COURTS, IRS 
FINALIZES BASIS 
OVERSTATEMENT RULES 

The IRS released final regulations defin- 
ing an omission from gross income for 
purposes of the extended six-year limita- 
tions period for assessment of tax (TD 
9511). The regulations finalize without 
change temporary regulations (TD 
9466) that the Tax Court held to be 
invalid last May (/ntermountain Ins. Serv. 
of Vail LLC, 134 TC no. 11 (2010): see 
previous Tax Matters coverage, Aug. 
2010, page 67, and Nov. 2009, page 
70). In its decision, the Tax Court fol- 
lowed the Ninth and Federal circuits 
(Bakersfield Energy Partners, 568 F.3d 
767 (9th Cir. 2009), and Salman Ranch 
Ltd., 573 F.3d 1362 (Fed. Cir. 2009)) in 
applying the Supreme Court's holding in 
Colony v. U.S., 357 U.S. 28 (1958), that 
an overstatement of basis and resulting 
understatement of gain does not consti- 
tute an omission from gross income for 
purposes of IRC §§ 6229 and 6501. 

However, the Seventh Circuit Court 
of Appeals on Jan. 26 reversed the Tax 
Court, holding the six-year period 
applied to a basis overstatement in a 
Son-of-BOSS case, Kenneth and 
Susan Beard v. Commissioner (docket 
no. 09-3741). For the Tax Court pro- 
ceedings see TC Memo 2009-184, dis- 
cussed (with /ntermountain) in Tax 
Matters, Nov. 2009, page 70. Without 
analyzing deference to the regulations, 
the Seventh Circuit said Co/ony did not 
control outside a trade or business set- 
ting and interpreted the statutes as 
including overstated basis. 

Section 6501 (e)(1)(A) provides that 
if a taxpayer omits from gross income an 
amount that should be included and that 
exceeds 25% of the amount of gross 
income stated in the return, the period of 
time for assessment is extended to six 
years. Section 6229(c)(2) applies a sim- 
ilar rule to partnerships. Under Treas. 
Reg. § 1.61-6(a), gross income includes 


“gains derived from dealings in proper- 
ty; and these gains are “the excess of 
the amount realized over the unrecov- 
ered cost or other basis for the property 
sold or exchanged.” The final regulations 
provide that, outside the trade or busi- 
ness context, “an understated amount of 
gross income resulting from an over- 
statement of unrecovered cost or other 
basis constitutes an omission from 
gross income” for purposes of sections 
6229(c)(2) and 6501(e)(1)(A) (Treas. 
Reg. §§ 301.6229(c)(2)-1 (a)(1)(iii) and 
301.6501 (e)-1 (a)(1) (iii). 

The IRS disagrees with the court 
decisions and asserted in the preamble 
to the temporary regulations that its 
position in the regulations was entitled 
to deference. (The Service also has 
appealed the Tax Court's holding in 
Intermountain Ins. Serv. of Vail to the 
District of Columbia Circuit Court of 
Appeals; oral arguments have been 
scheduled for April.) 

The final regulations were effective 
Dec. 14, 2010, and for income tax pur- 
poses (the regulations also apply to 
estate and gift and excise taxes) will 
apply to tax years for which the period 
for assessing tax was open on or after 
Sept. 24, 2009 (the date the temporary 
regulations were issued). 


MORE GUIDANCE ISSUED ON 
HEALTH INSURANCE CREDIT 
The IRS released a new form and guid- 
ance relating to the small business 
health care tax credit for the 2010 tax 
year. The guidance (Notice 2010-82) 
discusses issues relating to employers’ 
eligibility for the credit and other eligibil- 
ity issues. 

The notice supplements earlier guid- 
ance (Notice 2010-44; for prior Tax 
Matters coverage, see “Line Items: 
Health Care Business Credit Explained?’ 
July 2010, page 53) on the credit under 
IRC § 45R, added by the Patient 
Protection and Affordable Care Act, PL 
111-148. 

Beginning in years after 2009, sec- 
tion 45R provides tax credits for small 
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businesses designed to increase levels of 
health insurance coverage. For 2010-2013 
calendar years, businesses with 25 or fewer 
employees and average annual wages of 
less than $50,000 are eligible for credits of 
up to 35% of nonelective contributions on 
behalf of employees for insurance premi- 
ums. Charitable tax-exempt organizations 
under section 501(c) get a 25% credit 
against payroll taxes. (For years after 2013, 
the amounts of the credit are 50%, and 
35% for exempt organizations.) The amount 
of the credit is based on a percentage of the 
lesser of: (1) the amount of nonelective con- 
tributions paid by the eligible small employ- 
er on behalf of employees under the 
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employees for purposes of the credit. 
However, the section 45R definition of 
“family member” does not specifically refer 
to spouses. The IRS says, however, that 
certain spouses are nevertheless excluded 
from the definition of employee: 

@ The employee-spouse of a share- 
holder owning more than 2% of the 
stock of an S corporation; 

® The employee-spouse of an owner of 
more than 5% of a business; 

m® The employee-spouse of a partner 
owning more than a 5% interest in a 
partnership; and 

@® The employee-spouse of a sole pro- 
prietor. 


Beginning in years after 2009, section 45R 
provides tax credits for small businesses designed 
to increase levels of health insurance coverage. 


arrangement during the tax year and (2) the 
amount of nonelective contributions the 
employer would have paid under the 
arrangement if each such employee were 
enrolled in a plan that had a premium equal 
to the average premium for the small group 
market in the state (or in an area in the state) 
in which the employer is offering health 
insurance coverage. For taxable entities, the 
credit is part of the general business credit; 
for tax-exempt entities, it is allowed as a 
refundable credit limited by the sum of 
income tax withheld from all employees’ 
wages during the year, plus employer and 
employee amounts for Medicare tax. 

The notice also states that eligible small 
employers outside the United States that 
have income effectively connected with the 
conduct of a trade or business in the U.S. 
may claim the credit only if the employer 
pays premiums for health insurance cover- 
age issued in and regulated by one of the 
50 states or the District of Columbia. 

Under section 45R, sole proprietors, 
partners in a partnership, shareholders 
owning more than 2% of the stock in an S 
corporation, and any owners of more than 
5% of other businesses—and their family 
members—are not taken into account as 


The notice says that leased employees 
are counted in computing a small business’s 
full-time-equivalent employees for purposes 
of the credit; however, the business cannot 
take into account premiums paid by the 
leasing organization on behalf of a leased 
employee. The notice also clarifies that 
health savings accounts and self-insured 
plans, including health reimbursement 
arrangements and flexible spending 
arrangements, are not “qualifying arrange- 
ments” for purposes of the credit because 
they are not health insurance coverage. The 
notice also discusses multiemployer health 
and welfare plans and church welfare ben- 
efit plans, which can count as qualifying 
arrangements for the credit. 


IRS ACQUIESCES TO CAPITAL 

ONE; FEE STILL SCRUTINIZED 

Although it will not challenge a position 
upheld by the Tax Court (Capital One 
Financial Corp. and Subsidiaries v. 
Commissioner, 133 TC 136) allowing 
deferral of income recognition from credit 
card interchange fees, the IRS will contin- 
ue to address related issues, the Service 
said in a Large Business & Industry division 
directive (LB&l-4-1 110-080). The directive, 





issued in November 2010, supplements a 
chief counsel notice (CC-2010-018), in 
which the IRS said it would no longer chal- 
lenge or litigate whether interchange fee 
income from credit card transactions cre- 
ates or increases original issue discount 
(OID) on a pool of credit card loans. But in 
the latest directive, the IRS said it would 
continue to develop remaining open 
issues, including: 

™@ Whether an issuing bank has properly 
calculated accrual of credit card fees treat- 
ed as OID for purposes of IRC § 1272(a)(6) 
(daily accrual of OID where payment of prin- 
cipal is subject to acceleration by prepay- 
ment of other obligations securing the debt, 
or for other reasons); and 

®t Whether an issuing bank has properly 
changed its accounting method with 
respect to the treatment of credit card fees 
as OID subject to deferral under section 
1272(a)(6). 

The directive reverses LMSB-04-0208- 
002, April 22, 2008, which stated that 
interchange and merchant discount fees 
(designated a Tier Il issue) are not interest 
and cannot constitute OID subject to defer- 
ral. In the Capital One case, the Tax Court 
held that the fees, which are paid by mer- 
chants to a credit card’s issuer for customer 
transactions using the card, could be rec- 
ognized as OID over the life of a credit card 
obligation. The court rejected the IRS’ posi- 
tion that the fees collected by Capital One 
were payment for services (see “Tax 
Matters: Credit Card Fees Are OID? JofA, 
Jan. 2010, page 58). 





ANOTHER CIRCUIT UPHOLDS 
TWO-YEAR LIMIT FOR INNOCENT 
SPOUSE CLAIMS 

The Third Circuit Court of Appeals joined 
the Seventh Circuit in upholding the IRS’ 
two-year limit for filing a claim for innocent 
spouse equitable relief under IRC § 
6015(f). The Third Circuit reversed a hold- 
ing by the Tax Court that taxpayer Denise 
Mannella timely petitioned the IRS for inno- 
cent spouse equitable relief from unpaid 
taxes, penalties and interest arising from 
returns filed jointly with her husband. She 
filed the petition more than 28 months after 
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the IRS began collection procedures with a 
notice of intent to levy. In so holding, the Tax 
Court had ruled invalid regulations requiring 
petitions under section 6015(f) to be filed 
within two years after the IRS begins col- 
lection actions (see prior coverage in “Tax 
Matters’ July 2009, page 76, and Sept. 


s 
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837 (1984))—-that is, that the statute is 
ambiguous, but the regulation does not 
clearly violate congressional intent. Although 


the court thus ruled Mannella’s innocent 


spouse request untimely, it remanded to the 


Tax Court for further consideration her claim 


for equitable tolling of the deadline period. 


The Third Circuit ruled that the statute is 
ambiguous, but the regulation does not clearly 
violate congressional intent. 


2010, page 68). Earlier, the Tax Court had 
reached a similar conclusion in Cathy Marie 
Lantz v. Commissioner, 132 TC 131, which 
the Seventh Circuit reversed and remanded 
last June (607 F.3d 479). 

The Third Circuit applied the reasoning 
of Lantz and the Chevron standard of def- 
erence to the regulation (Chevron v. Natural 
Resources Defense Council Inc., 467 U.S. 


Mannella contended that her husband 
signed her name to the postal return receipt 
for the notice of intent to levy and did not 
tell her about it until more than two years 
later. 


CO, RULED A FOOD 
The Streamlined Sales Tax Governing 
Board last fall approved a request that 


“food or food ingredient,’ as used in the 
Streamlined Sales and Use Tax Agreement 
(SSUTA), be interpreted to include carbon 
dioxide used as part of a “tabletop seltzer- 
making kit” The status of the beverage- 
grade COs for sales and use tax purposes 
had been unclear, since the SSUTA defines 
“food or food ingredients” as “[s]ubstances, 
whether in liquid, concentrated, solid, 
frozen, dried, or dehydrated form, that are 
sold for ingestion or chewing by humans 
and are consumed for their taste or nutri- 
tional value,’ but does not specifically men- 
tion gases. A Chicago attorney requested 
the interpretation on behalf of a client com- 
pany that distributes and refills the carbon 
dioxide canisters used in the units. The 
request argued that the resulting fizz met 
the part of the definition relating to con- 
sumption of a food item for its taste, since 
it “changes the taste (and texture) of the 
water and makes for a pleasant drinking 
experience.’ ~ 
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FROM THE TAX ADVISER 





TIMELY REFUND CLAIMS 


When Is a Supplemental Claim 
a New Claim? 


or taxpayers, timeliness is crucial for certain acts, such 

as filing a refund claim with the IRS within the statute 

of limitation period. A refund claim must set forth in 

detail each ground upon which a credit or a refund 
is claimed and include facts sufficient to apprise the IRS of the 
exact basis for it. Occasionally, a taxpayer may want to amend 
a previously filed refund claim after the re- 
fund limitation period. Certain factors dictate 
whether this supplemental claim—also re- 
ferred to as a revised supplemental claim— 
is deemed to be an amendment to an existing 
claim, which may be allowed because it is 
based on the grounds established in a previ- 
ous timely filed claim, or a new claim, which 
may be disallowed because it is after the pe- 
riod allotted for filing a refund claim for such 
items. 


AMENDMENT OR NEW CLAIM? 
Courts have generally established a two-part 
test for determining whether a supplemental 
claim is an amendment of an existing claim or a new claim. A 
supplemental claim is deemed to be an amendment to a prop- 
erly filed refund claim (and permitted after the expiration of the 
statute of limitation period for filing the refund claim) if: 

w@ The amendment is “germane” to the original claim; and 

@ The amendment is presented before the original claim is 
resolved (Andrews, 302 U.S. 517 (1938)). 

Some courts analyze amendments to claims under two dis- 
tinct doctrines: the general claim doctrine and the germane- 
ness doctrine. The general claim doctrine may apply where 
(1) the taxpayer has filed a formal general claim within the 
limitation period and (2) an amendment is filed outside the 
limitation period that makes the general claim more specific. 
The germaneness doctrine may apply where (1) the taxpayer 
files a formal claim within the limitation period, making a spe- 
cific claim, and (2) after the limitation period, but while the 
IRS still has jurisdiction over the claim, the taxpayer files a 
formal amendment raising a new legal theory (not specifical- 
ly raised in the original claim) that is germane to the original 





claim. See Computervision Corp., 445 F3d 1355 (Fed. Cir. 
2006). 


SUMMARY 
Taxpayers often want or need to supplement previously filed 
claims. They may discover errors that need correction, or dis- 


cover opportunities for additional refunds. It 
is important, however, for taxpayers and their 
tax advisers to be mindful of the statute of lim- 
itation when filing supplemental claims 
because timing can affect the acceptability of 
the claim. If an amendment to a properly filed 
refund claim is filed after the IRC § 6511(a) 
statute of limitation period, it needs to be ger- 
mane to the original claim and be presented 
before the original claim is resolved for the IRS 
to consider it timely. 

For a detailed discussion of the issues in 
this area, see “Supplemental Claims: Acceptable 
Amendment or New Claim?” by John Keenan, 
Esq.; Rona Hummel, CPA; and Whitney 
Lessman, Esq., in the March 2011 issue of The Tax Adviser. 

—Alistair M. Nevius, editor-in-chief 
The Tax Adviser 


Also look for articles on the following subjects in the March 
2011 issue of The Tax Adviser: 
m An update of state and local corporate tax developments. 
@ A discussion of gifts of partnership interests. 
An analysis of the conservation easement rules. 
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Technology Q&A 


by J. Carlton Collins 


| stand corrected...| don’t want to lose you...Your cheating chart... The blind side of e-mail... 
The search for a better search...Five Excel quick tips 


| STAND CORRECTED 
Sometimes when I misspell a word, Word automat- 
ically corrects the spelling for me, but other times 
it doesn’t. Does this indicate a problem with my spell 
,. checker settings? 
Office 2003, 2007 and 2010 include a feature called Auto- 
Correct that is useful in two ways, as follows: As you mis- 
spell words in Word, you can right-click on them to display an 
assortment of correction options. For example, when you right- 
click on the misspelled word “Acounting,” Word will display sev- 
eral correction options, as shown below. 








icatibife-12 - A a” Hea « 
Bluey ag é 
Acountihg eee 

{ Accounting. | 
Accountings 


Amounting 


Ignore 






Language Axxauntings 
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| Spehing. Amounting 


Look Up * | SF AutoCarrect Options. 


es Paste Options: 


Hes} 








You could correct the spelling by selecting the properly spelled 
word at the top of the list. However, if you make the same mis- 
take frequently, you should consider selecting the properly spelled 
word under AutoCorrect instead. Thereafter, Word will auto- 
matically correct the misspelled word when you make the same 
error. The automatic corrections that you create in Word will also 
work in Excel, but you must first close and relaunch Excel. 

By default, the AutoCorrect tool includes many common mis- 
spelling errors. For example, if you accidently type the misspelled 
word “prolbem,” Office will automatically correct the spelling. 
(Because Office automatically corrects common misspellings, but 
not all misspellings, it may appear to you that the automatic spell 
checker only works some of the time.) 


Another way to use AutoCorrect is to create AutoCorrect text 
for lengthy phrases that you type frequently. For example, let's as- 
sume that you regularly type the phrase “American Institute of 
Certified Public Accountants.” You could save time by creating 
an AutoCorrect text shortcut in which you type AICPA, and Word 
fills in the complete phrase for you. To create an AutoCorrect 
shortcut, display the AutoCorrect dialog box as follows: 

a. In Word 2003, from the main menu select Tools, AutoCor- 
rect Options. 
b. In Word 2007, from the Office Button select Word Options, 

Proofing, AutoCorrect Options. 

c. In Word 2010, from the File tab, select Options, Proofing, 

AutoCorrect Options. 


Loui Meth AvtoCorrect Au 
{2} Show AutoCorract Options buttons 
Correct TWo INital Capitals 
apitaive frst letter of sentences 
apitaize frst letter of table cals 
a apitaiize names of days 
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Next, in the Replace: box type in an abbreviation that you 
will remember. In the With: box type in the complete phrase that 
the abbreviation represents, then click Add and OK. Thereafter, 
when you enter the abbreviation in Word, Excel or PowerPoint, 
the complete phrase will appear. (To delete an AutoCorrect entry, 
repeat the above steps and click the Delete button, instead of 
the Add button.) 

Hint: If Word inserts the AutoCorrect phrase when you re- 
ally want the abbreviation, press Ctrl+Z to undo AutoCorrect. 
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| DON’T WANT TO LOSE YOU 

I've had two employees lose their cell phones. Each time they 

lost valuable client contact information. I don’t want this to 
happen again. What is the best way to back up contact data on a 
cell phone? 

Backing up your cell phone data is a good idea because cell 

phones are prone to getting wet, damaged, lost or stolen. 
A good backup solution is to use your phone’s built-in backup 
utility (which is available with most cell phone services). It is typ- 
ically free, quick and easy. The specific procedures for backing 
up your phone contacts will differ slightly depending upon your 
service provider, brand and type of phone. 

Not only does this procedure back up your contacts, but also 
it is an effective method for moving your contacts from one phone 
to another when you upgrade to a new cell phone. 

As an alternative, many cell phones offer USB data cable kits 
that let you synchronize your phone data to your computer. This 
will allow you to back up your phone’s data as a separate file, or 
if you prefer, you can integrate and synchronize the phone’ data 
with your contact manager application. 


YOUR CHEATING CHART 

I find charts helpful, but I’ve heard that they can be used 
©. skew data or distort actual results. Is this true, and if 
so, how? 

You are correct that charts are useful tools for visualizing 

and analyzing data. However, what you have heard is also 
correct—charts can sometimes be deceiving, and CPAs should 
be aware of this when creating or reading charts. Below are ex- 
amples of charting methods that may distort data. 

Rotating 3-D charts. The two charts shown below are iden- 
tical, except for rotation. The red pie slice facing forward covers 
107% more area (graphically) than the pie slice facing the rear. 
This technique might subliminally give the impression that the 
red pie slice represents a larger or smaller portion of the pie, de- 
pending upon your perspective. 








Cone charts. The two charts atop the next column are identical, 
except for the “cone” effect. Notice in the 3-D bar chart on the left, 
meals and entertainment expenses appear to represent a significant 
portion of the total travel expenses. However, in the cone chart on 
the right, meals and entertainment expenses visually appear to rep- 
resent a much smaller fraction of the total travel expenses. 


\ 
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Picture charts. The chart below shows sales results for three 
salespersons. The chart shows that the third salesperson gener- 
ated three times the amount of sales of the first salesperson 
($3,000 compared with $1,000). Reading the chart based on data 
bar height, the chart reads accurately. However, because the data 
bars in the chart are taller and wider, the third data bar covers 
nine times the surface area of the first data bar, thus creating the 
illusion that sales were nine times higher. 





[ Revenue by Salesperson 





Distorted line charts using 3-D and rotation. The three charts 
below depict the same data. The first chart is a two-dimension- 
al line chart, which suggests an overall downward trend in the 
data. The second chart is also a two-dimensional line chart, but 
the maximum value on the Y-axis has been increased tenfold com- 
pared to the first chart, thus flattening the line and suggesting 
that there is not much of a trend in the data. The third chart is 
a 3-D line chart, which has been rotated forward to emphasize 
the increase at the end of the chart. This third chart might give 
more of an impression that results are trending upward. 


Www a “wr 


| —— 

Reverse order charts. In the chart on the next page, the data 
are displayed chronologically from right to left. In this example, 
revenue has actually declined over the past three years; howev- 
er, since most people read charts from left to right, they might 
miss the fact that the data is presented in the opposite direction. 
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3-D bar charts. The two charts below are identical, except for 
the 3-D effect. Notice that in the 3-D chart, the third data bar rep- 
resenting 4,000 does not appear to reach the 4,000 hash mark on 
the Y-axis. By comparison, the same data bar displayed in a two- 
dimensional version of the chart does perceptibly touch the 4,000 
hash mark. (The reason for this distortion is that the front of the 
3-D bar lines up with the Y-axis labels on the left side of the chart, 
but the data bar's depth is not as great as the 3-D chart’ depth.) 








Armed with this information, you are in a better position to 
prepare and read charts without falling into distortion traps. 


THE BLIND SIDE OF E-MAIL 
If someone has sent you an e-mail and it was also sent to a 
blind cc, and you then hit Reply to All, does it also go to 
the blind cc or only to the individuals revealed on the e-mail? 
Your concern is understandable, but no, replying to an 
e-mail with the Reply to All option does not also reply to 
those recipients who were blind copied on the original e-mail. 
By definition, when you receive an e-mail that was also blind 
copied to others, you have no way of knowing that other recip- 
ients were blind copied, and you certainly do not have access to 
their e-mail addresses. 


THE SEARCH FOR A BETTER SEARCH 
Our CPA firm has more than 400,000 data files on the file 
server, and we constantly struggle to locate the right file. 
For example, recently an audit staffer retrieved an Excel file that 
contained fixed-asset depreciation calculations and used this in 
the audit. Unfortunately, the version of the file retrieved was not 
the most current and, as a result, additional time was wasted up- 
dating the older file. We hope to avoid problems like this in the 
future. What is the best way to manage such a large volume of files? 
In last month’s column (“Say Goodbye to Wimpy Search- 
es,” JofA, Feb. 2011, page 65), we addressed the concept of 
indexed searches, but let’s dig a little deeper into this subject. The 





Explorer window in Windows Vista and Windows 7 provides ad- 
ditional searching capabilities to help you quickly view and nar- 
row your search results. Start by performing a search in an 
Explorer window. (As you may recall, last month we searched 
for the term “regression,” and I will continue with this example.) 
Once Windows returns the search results for the term “regres- 
sion,” I can further refine my search results by clicking on any 
of the column headings to view filter options. For example, in 
the screen below I have clicked the dropdown arrow next to the 
Type column heading. This action “stacks” the data files accord- 
ing to “type of file.” Notice that I have many file types contain- 
ing the word “regression” including Excel 2003 and 2007, Word 
2003 and 2007, HTML, PowerPoint, XML and others. 
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The search results can be narrowed by checking the boxes in 
the Type column next to the desired Group(s). By default, these 
advanced options narrow search results by file name, date range, 
file type, file size and folder name. For a more refined search, 
Windows Vista and Windows 7 provide an additional 281 search- 
able field names. To access these additional field names, add them 
to the column headings of the Search Results in Data screen 
by right-clicking on any column-heading label and selecting 
More... to display the Choose Details dialog box shown below. 
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Place a checkmark in the box next to those field names you 
would like to include in the Search Results in Data dialog box. 
For example, you might add the fields Authors, Comments and 
Status to locate files authored by Albert, files containing the com- 
ment “very useful,” files containing the status “reviewed,” or files 
meeting all three criteria. 

These additional file search methods may help your audit staff 
identify and select the correct fixed-asset depreciation files in the 
future. 

Note: The effectiveness of a search improves when document 
properties are added to the data files. Document properties can 
be added to Word documents as follows: 

Word 2010: Select File, Properties, Show Document Panel. 

Word 2007: Click on the Office Button, Prepare, Properties. 

Word 2003: Select File, Properties. 

The Document Properties panel (shown below) will allow 
you to insert keywords, authors, titles, comments and other cus- 
tom information. 
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| 
Document Properties are used by Instant Search to not only 


locate files, but also to sort the search results in priority order ac- 
cording to those files that most closely match your search criteria. 


FIVE EXCEL QUICK TIPS 

1. Sticky format painter. Double-clicking on the Format Painter 
icon will cause it to stick, so that you can continue to apply 
the desired format to multiple cells, ranges, columns or work- 
sheets. To turn off this effect, either press the Esc key or click 
the Format Painter icon. 
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2. Absolute/relative referencing. Pressing the F4 key while in 
edit mode will insert absolute dollar sign references, which 
is an easier method than manually typing in the absolute dol- 
lar sign references. To do this, select a cell that contains a 
formula, and press the F2 key to enter edit mode. Within 
the formula, position the cursor over a cell reference and 
press the F4 key to insert absolute references. Before and after 
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examples are shown below. 
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Maintenance 2,334 
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(Note: Pressing the F4 key repeatedly will toggle you through 
the available absolute reference options—column only; row only; 
both column and row; or none.) 

3. Hide zero values. You can hide all of the zero values in a work- 
sheet by adjusting Excel’ options as follows: 

a. In Excel 2003, select Tools, Options. On the View tab, 

uncheck the Zero values box and click OK. 

b. In Excel 2007, select the Office Button, Excel Options, 
Advanced. Under the Display options for this worksheet 
section, uncheck the box labeled Show a zero in cells that 
have zero value and click OK. 

c. In Excel 2010, select File, Options, Advanced. Under the 
Display options for this worksheet section, uncheck the 
box labeled Show a zero in cells that have zero value 
and click OK. 

4. Display zero values as a dash. You can display zero values 
in your worksheet as a dash by changing the cell’s format to 
either the Accounting or Comma Style format. 





Miscellaneous 
Office Sunplies 


i jan Feb tar Apr May pay 
| insurance 47,108 25,662 23,862 29,939 

| Maintenance 11,970 7,182 7,182 14,364 F,is2 14,970 
Marketing 74,198 49,464 43,464 86,562 61,830 

| 
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5. Black parenthesis. When building a complex formula that 
contains nested functions or multiple sets of parenthesis, Excel 
uses colors to help you identify parenthesis pairing, and the 
outside parenthesis are always black. This tip can help you 
determine whether you have inserted the proper number of 
parenthesis pairs in your formula. + 





=((SUM(G24:G28)/AVERAGE(E23:€25)*1.5}/COUNT(I19:127)) 





J, Carlton Collins (carlton@asaresearch.com) is a technology and accounting 
systems consultant and a JofA contributing editor. 





Note: Instructions for Microsoft Office in “Technology Q&A” refer to the 2007 
and 2010 versions, unless otherwise specified. 
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he Institute launched a new website, This Way 

To CPA, devoted to the needs of college stu- 

dents interested in becoming CPAs and grad- 
uates preparing for the CPA examination. 


The site, www.thiswaytocpa.com, provides career insights, ca- 
reer planning resources, studying strategies and social network- 
ing opportunities. It follows the AICPA’s Start Here, Go Places 
website, which was introduced in 2001 to help high school stu- 
dents explore careers in accounting. 

Following are some of the site’s key features: 

@ Tell us where you are includes a timeline that allows vis- 
itors to select where they stand in college or in their ca- 
reer path, and provides them with resources pertaining to 
the specific stage. Timeline stages range from “Spankin’ 
new,” “Declared the major” and “Graduating soon” to “In 
exam land” and “Newly licensed.” 

= Community provides a forum where students and exam 
candidates can share their thoughts and experiences con- 
cerning the CPA exam and licensure, careers and intern- 
ships, college and graduate school, and achievements and 
challenges. Visitors can participate in polls and discussions 
about topics that are top-of-mind for students and recent 
graduates. The community experience is further enhanced 
through Facebook, Twitter and a YouTube channel. 

@ State Requirements includes an interactive map with de- 
tails on becoming a CPA in each of the 50 states and U.S. 
territories, including information on exam and state-li- 
censure requirements: residency, number of hours of ed- 
ucation and experience, academic degree, age and ethics. 

It also explains how international candidates can receive 
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New Career Website 
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their CPA license. In addition, students can find contact 
information for state CPA societies and boards of ac- 
countancy. 

w Exam & Licensure Timeline provides a realistic view of 
the typical exam preparation and licensure process as well 
as an interactive tool that visitors can use to predict when 
they might complete the CPA exam. The timeline gener- 
ates an exam plan to help CPA candidates determine when 
to study, when to schedule the exam and which sections 
to take first. 

m Find Your Fit is an interactive tool that helps place stu- 
dents on the path to their desired career after graduation 
and completion of the CPA exam. Students can choose the 
type and size of organization where they would like to work 
as well as their preferred industry, practice area, special- 
ization, etc. The tool then generates a profile, based on stu- 
dents’ selections, that offers information that can help them 
achieve their career goals. 

The site also includes resume and interviewing tips. A video 
simulation lets visitors mimic the experience of going through 
the interview process with the interviewer on the screen asking 
the job candidate questions about his or her college experience 
and future career plans and taking notes. Video profiles high- 
light the daily lives of new CPAs across industry and specialty 
areas. And each weekday, the site features Daily Words of Wis- 
dom, humorous yet insightful phrases that are linked to relat- 
ed site content ranging from salaries to CPA 
exam preparation. 
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Kess on Legislation 2010: Tax Relief, Unemployment 
Insurance Reauthorization, and Job Creation Act 


Leading tax experts Sidney Kess, CPA, J.D., LL.M. and Barbara Weltman, J.D. 
provide a clear and comprehensive review of the key provisions of the Act that was 
recently signed into law. The course includes coverage of the dramatic changes to 
the estate, gift and generation-skipping transfer taxes in 2010, 2011 and 2012. 


e Includes planning points and observations to help you take advantage 
of the Act's provisions and related planning opportunities 


e Available in Text, DVD/Manual and On-Demand formats 
e Ideal for group training or individual self-study 


For information on this course and other AICPA Tax Act Resources, 
visit: cpa2biz.com/tax 





Learn more at | cpa2biz.com/tax | 888.777.7077 
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Institute announces scholarship winners... 
Melancon named Association Executive of the Year. ..Where to Turn 


TWO AICPA SCHOLARSHIPS AWARDED 

The Institute announced the winners of two scholarships—the 
AICPA/Accountemps Student Scholarship and the John L. 
Carey Scholarship. 

The AICPA/Accountemps Student Scholarship is awarded 
to accounting students with a minimum 3.0 grade-point aver- 
age who demonstrate leadership, academic excellence and fu- 
ture career interests in accounting and business. The AICPA 
administers the program, and Accountemps funds the $2,500 
individual scholarships. The 2010 winners, who were chosen 
from more than 340 applicants, are: 

Heather Bergman, University of Montana 

@ Jennifer Brown, University of Portland, Ore. 

lf Melissa Cheesman, Seattle University 

@ Tyson Miller, University of Okla- 

homa 

@ Lydia Virino, North Carolina 

State University 
The John L. Carey Scholarship is 
awarded to students in the liberal arts, 
science and other nonbusiness majors 
to pursue graduate accounting degrees 
and become CPAs. Each winner re- 
ceived a $5,000 scholarship from the 
AICPA Foundation. The 2010 winners 
and their graduate schools are: 
i Michael Bargar, The Ohio State 
University 

™@ Michael Behr, University of 
Rochester, N.Y. 

@ Lora Dushanova, University of 
Southern California 

@ John Enders, Wake Forest Uni- 
versity, N.C. 

tm Amanda Estevez, University of 
Texas—Austin 

@ Jonathan Giammarco, University of Texas—Austin 





Barry Melancon 


@ Sarah Gustafson, University of Southern California 

@ Michele Keener, University of Montana 

® Jayson Remmelts, University of Pennsylvania 

i Katherine Sartoski, Texas A@M University 

The deadline to apply for either scholarship for 2011-2012 
is April 1, 2011. For more information on these scholarships, 
visit tinyurl.com/2a2hw4c. 


ASSOCIATION PUBLICATION NAMES AICPA 
PRESIDENT AND CEO EXECUTIVE OF THE 
YEAR 


Barry Melancon, AICPA president and CEO, was named Asso- 
ciation Executive of the Year by Association TRENDS, a news 
publication for association leaders. 

The publication has presented the 
title annually at its Salute to Associa- 
tion Excellence event, held last month 
in Washington, D.C., to the top associ- 
ation executive since 1982. Melancon 
was recognized for leading the AICPA 
in reinventing its culture and respond- 
ing to changes confronting the profes- 
sion—from overseeing the move of 
one of the Institute’s major offices from 
New Jersey to North Carolina in 2006 
to communicating with members 
around the world on a daily basis. 

“I am honored to be selected by As- 
sociation TRENDS as the Association 
Executive of the Year,” said Melancon 
in a prepared statement. “In my mind 
this is an AICPA award, reflecting on 
our work as an organization, which 
only happens because of our member 
volunteers, our tremendous staff and 
executive team, and our partnerships, including those with the _ 
state CPA societies.” ~ 
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been issued or the project has been dropped. However, no comments will be received after the comments deadline has expired. 
The list is not all-inclusive but is intended to present the exposure drafts and working drafts of particular interest to professional accountants.) 


Issue 


Date Title or Description 


EXPOSURE DRAFTS 


FASB 
12/17/10 _ Proposed Accounting Standards Update, Other Expenses 
(Topic 720): Fees Paid to the Federal Government by 
Health Insurers (a consensus of the FASB Emerging 
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Effective Control for Repurchase Agreements 
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9/1/10 Proposed Accounting Standards Update, Compensation— 
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Recognition (Topic 605): Revenue from Contracts 
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Financial Instruments and Revisions to the Accounting for 
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Instruments (Topic 825) and Derivatives and Hedging 
(Topic 815) 

5/26/10 Proposed Accounting Standards Update, Comprehensive 
Income (Topic 220): Statement of Comprehensive Income 





3/11/10 Proposed Statement of Financial Accounting Concepts, 
Conceptual Framework for Financial Reporting: 
The Reporting Entity 


10/9/08 —_ Going Concern 


8/7/08 Eamings per Share—an amendment of FASB Statement 
No. 128 (Revision of Exposure Draft Issued 

September 30, 2005) 

6/6/08 Accounting for Hedging Activities (an amendment of 
FASB Statement No. 133) 
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48/11 


2AS5/11 


12/24/10 


W15/11 


12/13/10 


11/1/10 


12/15/10 


8/20/10 


9/7/10 


10/22/10 


9/30/10 


9/30/10 


T/6/10 


12/8/08 


12/5/08 


8/15/08 
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Date Title or Description Deadline 
ARSC (AICPA) 
11/30/10 Proposed Statement on Standards for Accounting and 4/29/11 
Review Services, The Use of the Accountant’ Name in 
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Review Services, The Applicability of Statements on 
Standards for Accounting and Review Services 
ASB (AICPA) 
12/21/10 Proposed Statement on Auditing Standards, Alert as to 4/29/11 


the Intended Use of the Auditors Written Communication 























11/9/10 Proposed Revised Statement on Auditing Standards, 31/11 
Financial Statements Prepared in Accordance With a 
Financial Reporting Framework Generally Accepted 
in Another Country 

7/19/10 Proposed Statement on Auditing Standards, Letters for 9/30/10 
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Applicability of Statement on Auditing Standards 

No. 116, Interim Financial Information 

7/8/10 Proposed Statement on Auditing Standards, Interim 10/8/10 
Financial Information (Redrafted) 

6/1/10 Proposed Statement on Auditing Standards, Filings 8/2/10 
With the U.S. Securities and Exchange Commission 
Under the Securities Act of 1933 

9/30/09 Proposed Statement on Auditing Standards, Reporting 12/31/09 
on Compliance With Aspects of Contractual Agreements 
or Regulatory Requirements in Connection With 
Audited Financial Statements (Redrafted) 

OTHER (AICPA) 

9/4/09 Omnibus Proposal of Professional Ethics Division 11/6/09 
Interpretations and Rulings 

3/13/09 Generally Accepted Privacy Principles 4/15/09 

11/26/08 Proposed Statements on Standards for Tax Services 5/15/09 

SEC 

5/20/09 Custody of Funds or Securities of Clients by Investment 1/28/09 
Advisers 

2/3/09 Roadmap for the Potential Use of Financial Statements 4/20/09 
Prepared in Accordance With International Financial 

Reporting Standards by U.S. Issuers 

GASB 

11/24/10 _ Financial Reporting of Deferred Outflows of Resources, 225/11 
Deferred Inflows of Resources, and Net Position 

6/16/10 _ Pension Accounting and Financial Reporting by Employers 9/17/10 

IFAC 

12/15/10 Conceptual Framework for General Purpose Financial 6/15/11 


Reporting by Public Sector Entities 


New additions appear in bold, blue type. 
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Date 
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12/10/10 Proposed Redrafted International Education Standard, 
IES 7, Continuing Professional Development: A Program 
of Lifelong Learning and Continuing Development of 
Professional Competence 





114/10 _ IFAC Policy Position Paper #4, A Public Interest 


Framework for the Accountancy Profession 


3/25/11 


10/28/10 Proposed International Standard on Related Services, 


ISRS 4410 (Revised), Compilation Engagements 


3/31/11 


10/13/10 International Auditing Practice Statements, Proposals 2/1/11 
Relating to the Withdrawal of Existing IAPSs and 
Clarification of the Status and Authority of New IAPSs 
and Proposed IAPS 1000, Special Considerations in 
Auditing Complex Financial Instruments 
7TA5SA0 ISA 315 (Revised), Identifying and Assessing the Risks 
of Material Misstatement through Understanding the 
Entity and Its Environment 
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ISA 610 (Revised), Using the Work of Internal Auditors 


11/15/10 


4/28/10 Proposed International Standard on Assurance 9/30/10 
Engagements (ISAE) 3420, Assurance Reports on the 
Process to Compile Pro Forma Financial Information 
Included in a Prospectus 

2/19/10 


Proposed International Public Sector Accounting 6/30/10 


Standard, Service Concession Arrangements: Grantor 





FASAB 
5/11 Deferral of the Effective Date of SFFAS 38, Accounting 


for Federal Oil and Gas Resources 


TAL 


W5/ll Technical Bulletin 2011-1, Accounting for Federal 1/3/11 


Natural Resources Other Than Oil and Gas 
9/13/10 


Measurement of the Elements of Accrual-Basis Financial 11/30/10 


Statements in Periods After Initial Recording 





5/4/10 Definitional Changes Related to Deferred Maintenance 
and Repairs: Amending Statement of Federal Financial 
Accounting Standards 6, Accounting for Property, Plant, 


and Equipment 


6/25/10 
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Issue Comment 
Date Title or Description Deadline 
GAO 
8/2010 Government Auditing Standards, 2010 Exposure Draft 11/22/10 
PCAOB 
2/26/08 Proposed Auditing Standard—Engagement Quality 5/12/08 
Review and Conforming Amendment to the Board's 
Interim Quality Control Standards 
10/17/07 An Audit of Internal Control That Is Integrated With 12/17/07 
an Audit of Financial Statements: Guidance for 
Auditors of Smaller Public Companies 
5/24/07 Amendments to Limit Board Rule 4003's Fixed Periodic 1/23/07 
Inspection Requirement to Firms That Regularly Issue 
Audit Reports 
4/3/07 Proposed Auditing Standard—Evaluating Consistency 5/18/07 
of Financial Statements and Proposed Amendments to 
Interim Auditing Standards 
12/19/06 Amendments to Board Rules Relating to Inspections 2/16/07 
5/23/06 Proposed Rules on Succeeding to the Registration Status 7/24/06 
of a Predecessor Firm 
5/23/06 Proposed Rules on Periodic Reporting by Registered 7/24/06 
Public Accounting Firms 
10/26/04 Proposed Rule on Procedures Relating to Subpoena 11/29/04 
Requests in Disciplinary Proceedings 
NONAUTHORITATIVE WORKING DRAFTS 
FinREC (AICPA) 
10/9/09 Audit and Accounting Guide, Entities With Oil 12/11/09 
and Gas Producing Activities 
9/10/08 Audit and Accounting Guide, Gaming 12/9/08 


INFORMATION 





The initials stand for the following organizations. Exposure drafts are available online at the Web addresses 
below or copies may be obtained at the address in parentheses (unless otherwise indicated). 


FASB— Financial Accounting Standards Board (Order Department, Financial 
Accounting Standards Board, 401 Merritt 7, RO. Box 5116, Norwalk, 


CT 06856-5116); www.fasb.org 


Governmental Accounting Standards Board (Order Department, 
Governmental Accounting Standards Board, 401 Merritt 7, 
PO. Box 5116, Norwalk, CT 06856-5116); www.gasb.org 


American Institute of CPAs (AICPA, 220 Leigh Farm Road, Durham, 
NC 27707-8110). The Institute publishes exposure drafts and working 
drafts exclusively on the Web at www.aicpa.org. Print copies are not 
available. 


International Accounting Standards Board (International Accounting 
Standards Board, 30 Cannon Street, London EC4M 6XH, United 
Kingdom); www.iasb.org 


|FAC— Inte rnational Federation of Accountants (International Federation of 


Accountants, 545 Fifth Avenue, 14th Floor, New York, NY 10017); 
wwwaifac.org 


GASB- 


AICPA— 


IASB— 


SEC-— Securities and Exchange Commission (Securities and Exchange 
Commission, 100 F Street, N.E., Washington, DC 20549); 


WWW.SeC.goVv 


FASAB— Federal Accounting Standards Advisory Board (Federal Accounting 
Standards Advisory Board, 441 G Street, N.W, Suite 6814, Washington, 
DC 20548); www.fasab.gov 


GAO-— 


U.S. Government Accountability Office (available only in electronic 
format); WWW.gao.gov 


PCAOB- Public Company Accounting Oversight Board (Public Company 
Accounting Oversight Board, 1666 K Street, N.W., Washington, DC 
20006-2803); www.pcaobus.org 


AICPA TECHNICAL HOTLINE 
The Technical Information Service answers inquiries about specific audit or 
accounting problems. Call toll-free 877-242-7212 or e-mail query to 
aahotline@aicpa.org. This service is free to AICPA members. 
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Do you need to train multiple 
staff members? 


AICPA Learning group sales has everything your 
team needs. 


Options include: 
® On-Site Training — Focused training at your location for groups of 10+ 
® CPExpress - 24/7 online Firm Access starting at 10 users 
™ Conferences — Group discounts for 2 or more 
® Webcasts — Group discounts for 5 or more 


™ Publications & Self-Study — Volume discounts 


Visit at aicpalearning.org or call 800.634.6780 (option 1) today. 








OFFICIAL RELEASES 


CLARIFIED STATEMENTS ON AUDITING STANDARDS 


CLARIFIED STATEMENTS ON AUDITING 
STANDARDS 


Note: All clarified Statements on Auditing Standards 
(SASs) will have the same effective date. Upon the 
issuance of all clarified SASs, one SAS will be issued con- 
taining all clarified SASs in codified format. 


Statement on Auditing Standards- 
Auditing Accounting Estimates, 
Including Fair Value Accounting 
Estimates and Related Disclosures 
Statement on Auditing Standards (SAS) Auditing 
Accounting Estimates, Including Fair Value Accounting 
Estimates and Related Disclosures supersedes SAS No. 
57, Auditing Accounting Estimates (AICPA, Professional 
Standards, vol. 1, AU sec. 342), and SAS No. 101, 
Auditing Fair Value Measurements and Disclosures 
(AICPA, Professional Standards, vol. 1, AU sec. 328). 


CONTENTS 

Introduction 

Scope of This Statement on Auditing 
Standards/1—4+ 

Effective Date/5 

Objective/6 

Definitions/7 

Requirements 

Risk Assessment Procedures and Related 
Activities/8—9 

Identifying and Assessing the Risks of Material 
Misstatement/10—11 

Responding to the Assessed Risks of Material 
Misstatement/12—14 

Further Substantive Procedures to Respond to 
Significant Risks/15-17 

Evaluating the Reasonableness of the Accounting 
Estimates and Determining Misstatements/18 

Disclosures Related to Accounting 
Estimates/19—20 

Indicators of Possible Management Bias/21 

Documentation/22 

Application and Other Explanatory Material 

Nature of Accounting Estimates/A1—A10 

Risk Assessment Procedures and Related 
Activities/A1 1-A44 


Copyright © 2010 by American Institute of Certified 
Public Accountants, Inc., New York, NY 10036-8775. All 
rights reserved. For information about the procedure for 
requesting permission to make copies of any part of this 
work, please visit www.copyright.com or call 978) 
750-8400. This Statement on Auditing Standards uses 
certain International Federation of Accountants (IFAC) 
copyright material, used with the permission of IFAC. 


Identifying and Assessing the Risks of Material 
Misstatement/A45—A5 1 

Responding to the Assessed Risks of Material 
Misstatement/A52—A107 

Further Substantive Procedures to Respond to 
Significant Risks/A108-A121 

Evaluating the Reasonableness of the Accounting 
Estimates and Determining 
Misstatements/A122—A127 

Disclosures Related to Accounting 
Estimates/A128—A132 

Indicators of Possible Management 
Bias/A133—A134 

Documentation/A135 

Exhibit A: Examples of Accounting 
Estimates/A136 

Exhibit B: Comparison of Statement of 
Auditing Standards Auditing Accounting 
Estimates, Including Fair Value Accounting 
Estimates and Related Disclosures With 
International Standard on Auditing 540, 
Auditing Accounting Estimates, Including 
Fair Value Accounting Estimates and Related 
Disclosures/A137 

Conforming Amendment to Statement on 
Auditing Standards, The Auditor's 
Communication With Those Charged With 
Governance (Redrafted)/A138 


INTRODUCTION 

Scope of This Statement on Auditing 
Standards 

1. This Statement on Auditing Standards (SAS) 
addresses the auditor’s responsibilities relating to 
accounting estimates, including fair value account- 
ing estimates and related disclosures, in an audit of 
financial statements. Specifically, it expands on how 
the clarified SAS Understanding the Entity and Its 
Environment and Assessing the Risks of Material 
Misstatement (Redrafted), the clarified SAS Performing 
Audit Procedures in Response to Assessed Risks and 
Evaluating the Audit Evidence Obtained (Redrafted), 
and other relevant SASs are to be applied in relation 
to accounting estimates. It also includes requirements 
and guidance related to misstatements of individual 
accounting estimates and indicators of possible man- 
agement bias. 


Nature of Accounting Estimates 

2. Some financial statement items cannot be meas- 
ured precisely but can only be estimated. For pur- 
poses of this SAS, such financial statement items are 
referred to as accounting estimates. The nature and 
reliability of information available to management 


to support the making of an accounting estimate 
varies widely, which thereby affects the degree of 
estimation uncertainty associated with accounting 
estimates. The degree of estimation uncertainty 
affects, in turn, the risks of material misstatement 
of accounting estimates, including their susceptibil- 
ity to unintentional or intentional management bias. 
(Ref: par. Al-A10, A136) 

3. The measurement objective of accounting esti- 
mates can vary, depending on the applicable finan- 
cial reporting framework and the financial item 
being reported.! The measurement objective for 
some accounting estimates is to forecast the out- 
come of one or more transactions, events, or con- 
ditions giving rise to the need for the accounting 
estimate. For other accounting estimates, including 
many fair value accounting estimates, the measure- 
ment objective is different and is expressed in terms 
of the value of a current transaction or financial 
statement item based on conditions prevalent at the 
measurement date, such as estimated market price 
for a particular type of asset or liability. For exam- 
ple, the applicable financial reporting framework 
may require fair value measurement based on an 
assumed hypothetical current transaction between 
knowledgeable, willing parties (sometimes referred 
to as market participants or equivalent) in an arm’s 
length transaction, rather than the settlement of a 
transaction at some past or future date.’ 

4. A difference between the outcome of an account- 
ing estimate and the amount originally recognized 
or disclosed in the financial statements does not nec- 
essarily represent a misstatement of the financial 
statements; rather, it could be an outcome of esti- 
mation uncertainty (see paragraph 2). This is par- 
ticularly the case for fair value accounting estimates 
because any observed outcome may be affected by 
events or conditions subsequent to the date at which 
the measurement is estimated for purposes of the 
financial statements. 


Effective Date 

5. This SAS is effective for audits of financial state- 
ments for periods ending on or after December 15, 
2012. 


OBJECTIVE 


6. The objective of the auditor is to obtain sufficient 


1. Paragraph 13 of the clarified Statement on Auditing Standards 
(SAS) Overall Objectives of the Independent Auditor and the Conduct of 
an Audit in Accordance With Generally Accepted Auditing Standards de- 
fines financial report framework and the term fair presentation frame- 
work. 

2. Different definitions of fair value may exist among financial report- 
ing frameworks. 
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appropriate audit evidence about whether, in the 

context of the applicable financial reporting frame- 

work 

a. accounting estimates, including fair value 
accounting estimates, in the financial state- 
ments, whether recognized or disclosed, are rea- 
sonable and 

b. related disclosures in the financial statements are 
adequate. 


DEFINITIONS 

7. For purposes of generally accepted auditing stan- 

dards, the following terms have the meanings attrib- 

uted as follows: 

Accounting estimate. An approximation of a mon- 
etary amount in the absence of a precise means 
of measurement. This term is used for an 
amount measured at fair value when there is 
estimation uncertainty, as well as for other 
amounts that require estimation. When this SAS 
addresses only accounting estimates involving 
measurement at fair value, the term fair value 
accounting estimates is used. 

Auditor's point estimate or auditor's range. The 
amount or range of amounts, respectively, 
derived from audit evidence for use in evaluat- 
ing the recorded or disclosed amount(s). 

Estimation uncertainty. The susceptibility of an 
accounting estimate and related disclosures to 
an inherent lack of precision in its measurement. 

Management bias. A lack of neutrality by manage- 
ment in the preparation and presentation of 
information. 

Management's point estimate. The amount 
selected by management for recognition or dis- 
closure in the financial statements as an 
accounting estimate. 

Outcome of an accounting estimate. The actual 
monetary amount that results from the resolu- 
tion of the underlying transaction(s), event(s), 
or condition(s) addressed by the accounting 
estimate. 


REQUIREMENTS 

Risk Assessment Procedures and Related 

Activities 

8. When performing risk assessment procedures 

and related activities to obtain an understanding of 

the entity and its environment, including the enti- 
ty’s internal control, as required by the clarified SAS 

Understanding the Entity and Its Environment and 

Assessing the Risks of Material Misstatement 

(Redrafted),? the auditor should obtain an under- 

standing of the following in order to provide a basis 

for the identification and assessment of the risks of 
material misstatement for accounting estimates: 

(Ref: par. Al1) 

a. The requirements of the applicable financial 
reporting framework relevant to accounting esti- 
mates, including related disclosures. (Ref: par. 
A12-A14) 

b. How management identifies those transactions, 


3. Paragraphs 5-6 and 11-12 of the clarified SAS Understanding the 
Entity and Its Environment and Assessing the Risks of Material Misstate- 
ment (Redrafted). 
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events, and conditions that may give rise to the 
need for accounting estimates to be recognized 
or disclosed in the financial statements. In 
obtaining this understanding, the auditor 
should make inquiries of management about 
changes in circumstances that may give rise to 
new, or the need to revise existing, accounting 
estimates. (Ref: par. Al5—A20) 

c. How management makes the accounting esti- 
mates and the data on which they are based, 
including (Ref: par. A21—A22) 

i. the method(s), including, when applicable, 
the model, used in making the accounting 
estimate; (Ref: par. A23—-A25) 

ii. relevant controls; (Ref: par. A26-A27) 

iii. whether management has used a specialist; 
(Ref: par. A28—-A29) 

iv. the assumptions underlying the accounting 
estimates; (Ref: par. A30—A35) 

v. whether there has been or ought to have 
been a change from the prior period in the 
method(s) or assumption(s) for making the 
accounting estimates and, if so, why; and 
(Ref: par. A36) 

vi. whether and, if so, how management has 
assessed the effect of estimation uncertain- 
ty. (Ref: par. A37) 

9. The auditor should review the outcome of 

accounting estimates included in the prior period 

financial statements or, when applicable, their sub- 
sequent reestimation for the purpose of the current 
period. The nature and extent of the auditor's review 
takes account of the nature of the accounting esti- 
mates and whether the information obtained from 
the review would be relevant to identifying and 
assessing risks of material misstatement of account- 
ing estimates made in the current period financial 
statements. However, the review is not intended to 
call into question the auditor’s professional judg- 
ments made in the prior periods that were based 
on information available at the time. (Ref: par. 
A38-A44) 


Identifying and Assessing the Risks of 
Material Misstatement 

10. In identifying and assessing the risks of mate- 
rial misstatement, as required by the clarified SAS 
Understanding the Entity and Its Environment and 
Assessing the Risks of Material Misstatement (Redrafted),* 
the auditor should evaluate the degree of estimation 
uncertainty associated with an accounting estimate. 
(Ref: par. A45-A46) 

11. The auditor should determine whether, in the 
auditor’s judgment, any of those accounting esti- 
mates that have been identified as having high esti- 
mation uncertainty give rise to significant risks. (Ref: 
par. A47-A51) 


Responding to the Assessed Risks of Material 
Misstatement 

12. Based on the assessed risks of material misstate- 
ment, the auditor should determine (Ref: par. A52) 


4. Paragraph 25 of the clarified SAS Understanding the Entity and Its En- 
vironment and Assessing the Risks of Material Misstatement (Redrafted). 





a. whether management has appropriately applied 
the requirements of the applicable financial 
reporting framework relevant to the accounting 
estimate and (Ref: par. A53-A57) 

b. whether the methods for making the account- 
ing estimates are appropriate and have been 
applied consistently and whether changes from 
the prior period, if any, in accounting estimates 
or the method for making them are appropri- 
ate in the circumstances. (Ref: par. A58-A59) 

13. In responding to the assessed risks of material 

misstatement, as required by the clarified SAS 

Performing Audit Procedures in Response to Assessed 

Risks and Evaluating the Audit Evidence Obtained 

(Redrafted),? the auditor should undertake one or 

more of the following, taking into account the nature 

of the accounting estimate: (Ref: par. A60—A62) 

a. Determine whether events occurring up to the 
date of the auditor's report provide audit evi- 
dence regarding the accounting estimate. (Ref: 
par. A63-A67) 

b. Test how management made the accounting 
estimate and the data on which it is based. In 
doing so, the auditor should evaluate whether 
(Ref: par. A68-A71) 

i. the method of measurement used is appro- 
priate in the circumstances, (Ref: par. 
A72-A77) 

ii. the assumptions used by management are 
reasonable in light of the measurement 
objectives of the applicable financial report- 
ing framework, and (Ref: par. A78—-A89) 

iii. the data on which the estimate is based is 
sufficiently reliable for the auditor’s purpos- 
es. (Ref: par. A70O) 

c. Test the operating effectiveness of the controls 
over how management made the accounting 
estimate, together with appropriate substantive 
procedures. (Ref: par. A90-A92) 

d. Develop a point estimate or range to evaluate 
management's point estimate. For this purpose 
(Ref: par. A93-A97) 

i. ifthe auditor uses assumptions or methods 
that differ from management’s, the auditor 
should obtain an understanding of manage- 
ment’s assumptions or methods sufficient to 
establish that the auditor's point estimate or 
range takes into account relevant variables 
and to evaluate any significant differences 
from management’s point estimate. (Ref: 
par. A98) 

ii. if the auditor concludes that it is appropri- 
ate to use a range, the auditor should nar- 
row the range, based on audit evidence 
available, until all outcomes within the 
range are considered reasonable. (Ref: par. 
A99-A101) 

14. In determining the matters identified in para- 

graph 12 or in responding to the assessed risks of 

material misstatement in accordance with paragraph 

13, the auditor should consider whether specialized 

skills or knowledge in relation to one or more 





5. Paragraphs 5-6 of the clarified SAS Performing Audit Procedures in 
Response to Assessed Risks and Evaluating the Audit Evidence Obtained 
(Redrafted). 
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aspects of the accounting estimates are required in 
order to obtain sufficient appropriate audit evi- 
dence. (Ref: par. A102—-A107) 


Further Substantive Procedures to Respond to 
Significant Risks (Ref: par. A108) 


Estimation Uncertainty 

15. For accounting estimates that give rise to sig- 

nificant risks, in addition to other substantive pro- 

cedures performed to meet the requirements of the 
clarified SAS Performing Audit Procedures in Response 
to Assessed Risks and Evaluating the Audit Evidence 

Obtained (Redrafted),° the auditor should evaluate 

the following: 

a. How management has considered alternative 
assumptions or outcomes and why it has reject- 
ed them or how management has otherwise 
addressed estimation uncertainty in making the 
accounting estimate (Ref: par. AL09-A112) 

b. Whether the significant assumptions used by 
management are reasonable (Ref: par. 
A113-A115) 

c. When relevant to the reasonableness of the sig- 
nificant assumptions used by management or 
the appropriate application of the applicable 
financial reporting framework, management's 
intent to carry out specific courses of action and 
its ability to do so (Ref: par. A116) 

16. If, in the auditor’s judgment, management has 
not addressed adequately the effects of estimation 
uncertainty on the accounting estimates that give 
rise to significant risks, the auditor should, if con- 
sidered necessary, develop a range with which to 
evaluate the reasonableness of the accounting esti- 
mate. (Ref: par. Al17-A118) 


Recognition and Measurement Criteria 

17. For accounting estimates that give rise to sig- 

nificant risks, the auditor should obtain sufficient 

appropriate audit evidence about whether 

d. management's decision to recognize or not rec- 
ognize the accounting estimates in the financial 
statements and (Ref: par. Al119-A120) 

b. the selected measurement basis for the account- 
ing estimates (Ref: par. Al21) 

are in accordance with the requirements of the 

applicable financial reporting framework. 


Evaluating the Reasonableness of the 
Accounting Estimates and Determining 
Misstatements 

18. The auditor should evaluate, based on the audit 
evidence, whether the accounting estimates in the 
financial statements are either reasonable in the con- 
text of the applicable financial reporting framework 
or are misstated. (Ref: par. Al22—A127) 


Disclosures Related to Accounting Estimates 

19. The auditor should obtain sufficient appropri- 
ate audit evidence about whether the disclosures in 
the financial statements related to accounting esti- 





6. Paragraph 19 of the clarified SAS Performing Audit Procedures in 
Response to Assessed Risks and Evaluating the Audit Evidence Obtained 
(Redrafted). 
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mates are in accordance with the requirements of 
the applicable financial reporting framework. (Ref: 
par. Al28-A129) 

20. For accounting estimates that give rise to sig- 
nificant risks, the auditor also should evaluate the 
adequacy of the disclosure of estimation uncertain- 
ty in the financial statements in the context of the 
applicable financial reporting framework. (Ref: par. 
A108, A130-A132) 


Indicators of Possible Management Bias 

21. The auditor should review the judgments and 
decisions made by management in the making of 
accounting estimates to identify whether indicators 
of possible management bias exist. Indicators of 
possible management bias do not, themselves, con- 
stitute misstatements for the purposes of drawing 
conclusions on the reasonableness of individual 
accounting estimates. (Ref: par. Al133-A134) 


Documentation 

22. The auditor should include in the audit docu- 

mentation’ 

a. for those accounting estimates that give rise to 
significant risks, the basis for the auditor’s con- 
clusions about the reasonableness of account- 
ing estimates and their disclosure and 

b. indicators of possible management bias, if any. 
(Ref: par. A135) 


APPLICATION AND OTHER 
EXPLANATORY MATERIAL 
Nature of Accounting Estimates (Ref: par. 2) 
Al. Because of the uncertainties inherent in busi- 
ness activities, some financial statement items can 
only be estimated. Further, the specific character- 
istics of an asset, a liability, or a component of equi- 
ty or the basis or method of measurement 
prescribed by the financial reporting framework 
may give rise to the need to estimate a financial 
statement item. Some financial reporting frame- 
works prescribe specific methods of measurement 
and the disclosures that are required to be made in 
the financial statements whereas other financial 
reporting frameworks are less specific. 

A2. Some accounting estimates involve relatively 

low estimation uncertainty and may give rise to 

lower risks of material misstatements. For example 

* accounting estimates arising in entities that 
engage in business activities that are not com- 
plex. 

* accounting estimates that are frequently made 
and updated because they relate to routine 
transactions. 

* accounting estimates derived from data that is 
readily available, such as published interest rate 
data or exchange-traded prices of securities. 
Such data may be referred to as observable in the 
context of a fair value accounting estimate. 

e fair value accounting estimates in which the 
method of measurement prescribed by the 





7. See the clarified SAS Audit Documentation (Redrafted). 


applicable financial reporting framework is sim- 
ple and applied easily to the asset or liability 
requiring measurement at fair value. 
¢ fair value accounting estimates in which the 
model used to measure the accounting estimate 
is well-known or generally accepted, provided 
that the assumptions or inputs to the model are 
observable. 
A3. However, for some accounting estimates, rel- 
atively high estimation uncertainty may exist, par- 
ticularly when they are based on significant 
assumptions. For example 
* accounting estimates relating to the outcome of 
litigation. 
* fair value accounting estimates for derivative 
financial instruments not publicly traded. 
¢ — fair value accounting estimates for which a high- 
ly specialized entity-developed model is used or 
for which there are assumptions or inputs that 
cannot be observed in the marketplace. 
A4. The degree of estimation uncertainty varies 
based on the nature of the accounting estimate, the 
extent to which there is a generally accepted method 
or model used to make the accounting estimate, and 
the subjectivity of the assumptions used to make 
the accounting estimate. In some cases, estimation 
uncertainty associated with an accounting estimate 
may be so great that the recognition criteria in the 
applicable financial reporting framework are not 
met, and the accounting estimate cannot be made. 
A5. Not all financial statement items requiring 
measurement at fair value involve estimation uncer- 
tainty. For example, this may be the case for some 
financial statement items when an active and open 
market exists that provides readily available and reli- 
able information on the prices at which actual 
exchanges occur, in which case the existence of pub- 
lished price quotations ordinarily is the best audit 
evidence of fair value. However, estimation uncer- 
tainty may exist even when the valuation technique 
and data are well-defined. For example, valuation 
of securities quoted on an active and open market 
at the listed market price may require adjustment 
if the holding is significant in relation to the mar- 
ket or is subject to restrictions in marketability. In 
addition, general economic circumstances prevail- 
ing at the time (for example, illiquidity in a partic- 
ular market) may affect estimation uncertainty. 
A6. Additional examples of situations when account- 
ing estimates, other than fair value accounting esti- 
mates, may be required include the following: 
¢ Allowance for doubtful accounts 
¢ Inventory obsolescence 
¢ Warranty obligations 
¢ Depreciation method or asset useful life 
¢ Provision against the carrying amount of an 
investment when uncertainty regarding its 
recoverability exists 
* Outcome of long-term contracts 
* Costs arising from litigation settlements and 
judgments 
A7. Additional examples of situations when fair 
value accounting estimates may be required include 
the following: 
¢ Complex financial instruments, which are not 
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traded in an active and open market 

¢ Share-based payments 

e Property or equipment held for disposal 

* Certain assets or liabilities acquired in a busi- 
ness combination, including goodwill and 
intangible assets 

e Transactions involving the exchange of assets or 
liabilities between independent parties without 
monetary consideration (for example, a non- 
monetary exchange of plant facilities in differ- 
ent lines of business) 

A8. Estimation involves judgments based on infor- 

mation available when the financial statements are 

prepared. For many accounting estimates, these 

include making assumptions about matters that are 

uncertain at the time of estimation. The auditor is not 

responsible for predicting future conditions, trans- 

actions, or events that, if known at the time of the 

audit, might have significantly affected management's 

actions or the assumptions used by management. 


Management Bias 

AQ. Financial reporting frameworks often call for 
neutrality (that is, freedom from bias). However, 
accounting estimates are imprecise and can be influ- 
enced by management judgment. Such judgment 
may involve unintentional or intentional manage- 
ment bias (for example, as a result of motivation to 
achieve a desired result). The susceptibility of an 
accounting estimate to management bias increases 
with the subjectivity involved in making it. 
Unintentional management bias and the potential 
for intentional management bias are inherent in sub- 
jective decisions that are often required in making 
an accounting estimate. For continuing audits, indi- 
cators of possible management bias identified dur- 
ing the audit of the preceding periods influence the 
planning and risk identification and assessment 
activities of the auditor in the current period. 
A10. Management bias can be difficult to detect at 
an account level. It may only be identified when 
considered in the aggregate of groups of account- 
ing estimates or all accounting estimates or when 
observed over a number of accounting periods. 
Although some form of management bias is inher- 
ent in subjective decisions, in making such judg- 
ments, there may be no intention by management 
to mislead the users of financial statements. 
However, when intention to mislead exists, man- 
agement bias is fraudulent in nature. 


Risk Assessment Procedures and Related 
Activities (Ref: par. 8) 

All. The risk assessment procedures and related 
activities required by paragraphs 8-9 of this SAS 
assist the auditor in developing an expectation of 
the nature and type of accounting estimates that an 
entity may have. The nature and extent of the risk 
assessment procedures and activities are matters of 
professional judgment. The auditor’s primary con- 
sideration is whether the understanding that has 
been obtained is sufficient to identify and assess the 
risks of material misstatement in relation to account- 
ing estimates and to plan the nature, timing, and 
extent of further audit procedures. When the risk 
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of material misstatement related to an accounting 
estimate has been significantly reduced by audit evi- 
dence relating to events occurring after management 
has made the estimate (for example, if litigation has 
been settled, the entity has sold an impaired asset, 
or receivables have been.collected), the nature and 
extent of the procedures and activities required by 
paragraphs 8(c) and 9 may be significantly reduced 
or may not be necessary at all. 


Obtaining an Understanding of the 
Requirements of the Applicable Financial 
Reporting Framework (Ref: par. 8(a)) 
Al2. Obtaining an understanding of the require- 
ments of the applicable financial reporting frame- 
work assists the auditor in determining, for example, 
whether it 
* prescribes certain conditions for the recogni- 
tion,® or methods for the measurement, of 
accounting estimates. 
* specifies certain conditions that permit or 
require measurement at a fair value. 
* specifies required or permitted disclosures. 
Obtaining this understanding also provides the 
auditor with a basis for discussion with manage- 
ment about how management has applied those 
requirements relevant to the accounting estimate 
and the auditor's determination of whether they 
have been appropriately applied. 
A13. Financial reporting frameworks may provide 
guidance for management on determining point 
estimates when alternatives exist. For example, 
some financial reporting frameworks require that 
the point estimate selected be the alternative that 
reflects management's judgment of the most likely 
outcome;? others may require the use of a discount- 
ed probability-weighted expected value. In some 
cases, management may be able to make a point 
estimate directly. In other cases, management may 
be able to make a reliable point estimate only after 
considering alternative assumptions or outcomes 
from which it is able to determine a point estimate. 
Al4. Financial reporting frameworks may require 
the disclosure of information concerning the signif- 
icant assumptions to which the accounting estimate 
is particularly sensitive. Furthermore, when a high 
degree of estimation uncertainty exists, some finan- 
cial reporting frameworks do not permit an account- 
ing estimate to be recognized in the financial 
statements, but certain disclosures may be required 
in the notes to the financial statements. 


Obtaining an Understanding of How 
Management Identifies the Need for Accounting 
Estimates (Ref: par. 8(b)) 

A15. The preparation of the financial statements 
requires management to determine whether a trans- 
action, an event, or a condition gives rise to the need 
to make an accounting estimate and that all neces- 


8. Most financial reporting frameworks require incorporation in the 
balance sheet or income statement of items that satisfy their criteria 
for recognition. Disclosure of accounting policies or adding notes to 
the financial statements does not rectify a failure to recognize such 
items, including accounting estimates. 

9. Different financial reporting frameworks may use different termi- 
nology to describe point estimates determined in this way. 





sary accounting estimates have been recognized, 

measured, and disclosed in the financial statements 

in accordance with the applicable financial report- 
ing framework. 

Al16. Management’s identification of transactions, 

events, and conditions that give rise to the need for 

accounting estimates is likely to be based on 

* management’s knowledge of the entity's busi- 
ness and the industry in which it operates. 

* management’s knowledge of the implementa- 
tion of business strategies in the current peri- 
od. 

¢ when applicable, management’s cumulative 
experience of preparing the entity’s financial 
statements in prior periods. 

In such cases, the auditor may obtain an under- 
standing of how management identifies the need for 
accounting estimates primarily through inquiry of 
management. In other cases, when management's 
process is more structured (for example, when man- 
agement has a formal risk management function), 
the auditor may perform risk assessment procedures 
directed at the methods and practices followed by 
management for periodically reviewing the circum- 
stances that give rise to the accounting estimates and 
reestimating the accounting estimates as necessary. 
The completeness of accounting estimates is often 
an important consideration of the auditor, particu- 
larly accounting estimates relating to liabilities. 
A17. The auditor’s understanding of the entity and 
its environment obtained during the performance 
of risk assessment procedures, together with other 
audit evidence obtained during the course of the 
audit, assist the auditor in identifying circumstances 
or changes in circumstances that may give rise to 
the need for an accounting estimate. 

A18. Inquiries of management about changes in cir- 

cumstances may include, for example, inquiries 

about whether 

e the entity has engaged in new types of transac- 
tions that may give rise to accounting estimates. 

* terms of transactions that gave rise to account- 
ing estimates have changed. 

* accounting policies relating to accounting esti- 
mates have changed as a result of changes to the 
requirements of the applicable financial report- 
ing framework or otherwise. 

¢ regulatory or other changes outside the control 
of management have occurred that may require 
management to revise, or make new, account- 
ing estimates. 

¢ new conditions or events have occurred that 
may give rise to the need for new or revised 
accounting estimates. 

A19. During the audit, the auditor may identify 

transactions, events, and conditions that give rise 

to the need for accounting estimates that manage- 
ment failed to identify. The clarified SAS 

Understanding the Entity and Its Environment and 

Assessing the Risks of Material Misstatement 

(Redrafted)!° addresses circumstances in which the 

auditor identifies risks of material misstatement that 


10. Paragraph 17 of the clarified SAS Understanding the Entity and Its 
Environment and Assessing the Risks of Material Misstatement (Redrafted). 
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management failed to identify, including determin- 
ing whether a significant deficiency or material 
weakness in internal control exists with regard to 
the entity’s risk assessment processes. 


Considerations Specific to Smaller, Less Complex 
Entities 

A20. Obtaining this understanding for smaller enti- 
ties is often less complex because their business 
activities are often limited, and transactions are less 
complex. Further, often, a single person (for exam- 
ple, the owner-manager) identifies the need to make 
an accounting estimate, and the auditor may focus 
inquiries accordingly. 


Obtaining an Understanding of How 
Management Makes the Accounting Estimates 
(Ref: par. 8(c)) 

A21. The preparation of the financial statements 

also requires management to establish financial 

reporting processes for making accounting esti- 
mates, including adequate internal control. Such 
processes include the following: 

e Selecting appropriate accounting policies and 
prescribing estimation processes, including 
appropriate estimation or valuation techniques, 
including, when applicable, the appropriate 
models 

¢ Developing or identifying relevant data and 
assumptions that affect accounting estimates 

¢ Periodically reviewing the circumstances that 
give rise to the accounting estimates and rees- 
timating the accounting estimates as necessary 

A22. Matters that the auditor may consider in obtain- 

ing an understanding of how management makes the 

accounting estimates include, for example 

e the types of accounts or transactions to which 
the accounting estimates relate (for example, 
whether the accounting estimates arise from the 
recording of routine and recurring transactions 
or whether they arise from nonrecurring or 
unusual transactions). 

* whether and, if so, how management has used 
recognized measurement techniques for mak- 
ing particular accounting estimates. 

e whether the accounting estimates were made 
based on data available at an interim date and, 
if so, whether and how management has taken 
into account the effect of events, transactions, 
and changes in circumstances occurring 
between that date and the period end. 


Method of Measurement, Including the Use of Models 
(Ref: par. 8(c)(i)) 

A23. Insome cases, the applicable financial report- 
ing framework may prescribe the method of meas- 
urement for an accounting estimate (for example, 
a particular model that is to be used in measuring 
a fair value estimate). In many cases, however, the 
applicable financial reporting framework does not 
prescribe the method of measurement or may spec- 
ify alternative methods for measurement. 

A24. When the applicable financial reporting frame- 
work does not prescribe a particular method to be 
used in the circumstances, matters that the auditor 


OFFICIAL RELEASES 


may consider in obtaining an understanding of the 

method or, when applicable, the model used to make 

accounting estimates include, for example 

¢ how management considered the nature of the 
asset or liability being estimated when selecting 
a particular method. 

e whether the entity operates in a particular busi- 
ness, industry, or environment in which meth- 
ods commonly used to make the particular type 
of accounting estimate exist. 

A25. There may be greater risks of material mis- 

statement, for example, in cases when management 

has internally developed a model to be used to make 

the accounting estimate or is departing from a 

method commonly used in a particular business, 

industry, or environment. 


Relevant Controls (Ref: par. 8(c)(ii)) 

A26. Matters that the auditor may consider in 

obtaining an understanding of relevant controls 

include, for example, the experience and compe- 
tence of those who make the accounting estimates 
and controls related to 

¢ how management determines the completeness, 
relevance, and accuracy of the data used to 
develop accounting estimates. 

¢ the review and approval of accounting esti- 
mates, including the assumptions or inputs used 
in their development, by appropriate levels of 
management and, when appropriate, those 
charged with governance. 

¢ the segregation of duties between those commit- 
ting the entity to the underlying transactions 
and those responsible for making the account- 
ing estimates, including whether the assignment 
of responsibilities appropriately takes account 
of the nature of the entity and its products or 
services (for example, in the case of a large finan- 
cial institution, relevant segregation of duties 
may include an independent function respon- 
sible for estimation and validation of fair value 
pricing of the entity’s proprietary financial prod- 
ucts staffed by individuals whose remuneration 
is not tied to such products). 

* services provided by a service organization, if 
any, to provide fair value or other accounting 
estimates measurements or the data that sup- 
ports the measurement. When an entity uses a 
service organization, the clarified SAS Audit 
Considerations Relating to an Entity Using a Service 
Organization applies. 

A27. Other controls may be relevant to making the 
accounting estimates, depending on the circum- 
stances. For example, if the entity uses specific mod- 
els for making accounting estimates, management 
may put into place specific policies and procedures 
around such models. These may include, for exam- 
ple, those established over 

¢ the design and development or selection of a 
particular model for a particular purpose. 

¢ the use of the model. 

e the maintenance and periodic validation of the 
integrity of the model. 

* security, such as controls that prevent changes 
to the model or data without authorization. 





Management's Use of Specialists" (Ref: par. 8(c)(iii)) 

A28. Management may have, or the entity may 

employ individuals with, the experience and com- 

petence necessary to make estimates. In some cases, 
however, management may need to engage a spe- 
cialist to make estimates or assist in making them. 

This need may arise because of, for example 

* the specialized nature of the matter requiring 
estimation (for example, the measurement of 
mineral or hydrocarbon reserves in extractive 
industries). 

e the technical nature of the models required to 
meet the relevant requirements of the applica- 
ble financial reporting framework, as may be the 
case in certain measurements at fair value. 

e the unusual or infrequent nature of the condi- 
tion, transaction, or event requiring an account- 
ing estimate. 


Considerations Specific to Smaller, Less Complex 
Entities 

A29. Discussion with the owner-manager early in 
the audit process about the nature of any account- 
ing estimates, the completeness of the required 
accounting estimates, and the adequacy of the esti- 
mating process may assist the owner-manager in 
determining the need to use a specialist. 


Assumptions (Ref: par. 8(c)(iv)) 
A30. Assumptions may be characterized by predic- 
tions of future conditions, transactions, or events 
used in making an estimate and are integral com- 
ponents of accounting estimates. Matters that the 
auditor may consider in obtaining an understand- 
ing of the assumptions underlying the accounting 
estimates include, for example 

e the nature of the assumptions, including which 
of the assumptions are likely to be significant 
assumptions. 

e how management assesses whether the assump- 
tions are relevant and complete (that is, that all 
relevant variables have been taken into account). 

¢ when applicable, how management determines 
that the assumptions used are internally con- 
sistent. 

¢ whether the assumptions relate to matters with- 
in the control of management (for example, 
assumptions about the maintenance programs 
that may affect the estimation of an asset’s use- 
ful life) and how they conform to the entity’s 
business plans and the external environment or 
to matters that are outside its control (for exam- 
ple, assumptions about interest rates, mortality 
rates, potential judicial or regulatory actions, or 
the variability and timing of future cash flows). 

¢ the nature and extent of documentation, if any, 
supporting the assumptions. 

Assumptions may be made or identified by a special- 

ist to assist management in making the accounting 


11. See the clarified SAS Audit Evidence (Redrafted), which address- 
es management's specialists. (See the proposed SAS Using the Work 
of an Auditor's Specialist, which contains a conforming amendment to 
the clarified SAS Audit Evidence (Redrafted). The purpose of the con- 
forming amendment is to include the requirements and guidance re- 
lated to management's specialists in the clarified SAS Audit Evidence 
(Redrafted)). 
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estimates. Such assumptions, when used by man- 
agement, become management’s assumptions. 
A31. In some cases, assumptions may be referred 
to as inputs (for example, when management uses 
a model to make an accounting estimate), though 
the term inputs may also be used to refer to the 
underlying data to which specific assumptions are 
applied. 
A32. Management may support assumptions with 
different types of information drawn from internal 
and external sources, the relevance and reliability 
of which will vary. In some cases, an assumption 
may be reliably based on applicable information 
from either external sources (for example, published 
interest rate or other statistical data) or internal 
sources (for example, historical information or pre- 
vious conditions experienced by the entity). In other 
cases, an assumption may be more subjective (for 
example, when the entity has no experience or 
external sources from which to draw). 
A33. Inthe case of fair value accounting estimates, 
assumptions reflect, or are consistent with, what 
knowledgeable, willing arm’s length parties (some- 
times referred to as market participants or equiva- 
lent) would use in determining fair value when 
exchanging an asset or settling a liability: Specific 
assumptions also will vary with the characteristics 
of the asset or liability being valued; the valuation 
technique used (for example, a market approach or 
an income approach); and the requirements of the 
applicable financial reporting framework. 

A34. With respect to fair value accounting esti- 

mates, assumptions or inputs vary in terms of their 

source and bases, as follows: 

a. Those that reflect what market participants 
would use in pricing an asset or a liability, devel- 
oped based on market data obtained from 
sources independent of the reporting entity 
(sometimes referred to as observable inputs or 
equivalent) 

b. Those that reflect the entity's own judgments 
about what assumptions market participants 
would use in pricing the asset or liability, devel- 
oped based on the best information available in 
the circumstances (sometimes referred to as 
unobservable inputs or equivalent) 

In practice, however, the distinction between (a) and 

(b) is not always apparent. Further, it may be nec- 

essary for management to select from a number of 

different assumptions used by different market par- 
ticipants. 

A35. The extent of subjectivity, such as whether an 

assumption or input is observable, influences the 

degree of estimation uncertainty and, thereby, the 
auditor’s assessment of the risks of material misstate- 
ment for a particular accounting estimate. 


Changes in Methods or Assumptions for Making 
Accounting Estimates (Ref: par. 8(c)(v)) 

A36. In obtaining an understanding of how man- 
agement makes the accounting estimates, the audi- 
tor is required to obtain an understanding about 
whether there has been or ought to have been a 
change from the prior period in the methods or 
assumptions for making the accounting estimates. 
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A specific estimation method or assumption may 
need to be changed in response to changes in the 
environment or circumstances affecting the entity 
or in the requirements of the applicable financial 
reporting framework. If management has changed 
the method or assumption for making an account- 
ing estimate, it is important that management can 
demonstrate that the new method or assumption 
is more appropriate or is responsive to such 
changes. For example, if management changes the 
basis of making an accounting estimate from a liq- 
uid market approach to an illiquid market 
approach, the auditor challenges whether manage- 
ment’s assumptions about the marketplace are rea- 
sonable in light of economic circumstances. 
Estimation Uncertainty (Ref: par. 8(c)(vi)) 

A37. Matters that the auditor may consider in 

obtaining an understanding of whether and, if so, 

how management has assessed the effect of estima- 
tion uncertainty include, for example, 

e whether and, if so, how management has con- 
sidered alternative assumptions or outcomes by, 
for example, performing a sensitivity analysis to 
determine the effect of changes in the assump- 
tions on an accounting estimate. 

e how management determines the accounting 
estimate when analysis indicates a number of 
outcome scenarios. 

¢ whether management monitors the outcome of 
accounting estimates made in the prior period 
and whether management has appropriately 
responded to the outcome of that monitoring 
procedure. 


Reviewing Prior Period Accounting Estimates 
(Ref: par. 9) 
A38. The nature and extent of the review of the out- 
come of accounting estimates included in the prior 
period financial statements is a matter of profession- 
al judgment. In performing the procedures required 
in paragraph 9, it may not be necessary to review 
the outcome of every accounting estimate included 
in the prior period. 
A39. The outcome of an accounting estimate will 
often differ from the accounting estimate recognized 
in the prior period financial statements. By perform- 
ing risk assessment procedures to identify and 
understand the reasons for such differences, the 
auditor may obtain 
¢ information regarding the effectiveness of man- 
agement’s prior period estimation process, from 
which the auditor can judge the likely effective- 
ness of management's current process; 
¢ audit evidence that is pertinent to the reestima- 
tion, in the current period, of prior period 
accounting estimates; or 
¢ audit evidence of matters that may be required 
to be disclosed in the financial statements, such 
as estimation uncertainty. 
A40. The review of prior period accounting esti- 
mates may also assist the auditor, in the current peri- 
od, in identifying circumstances or conditions that 
increase the susceptibility of accounting estimates 
to, or indicate the presence of, possible management 
bias. The auditor’s professional skepticism assists in 





identifying such circumstances or conditions and 
in determining the nature, timing, and extent of fur- 
ther audit procedures. 

A41. A retrospective review of management judg- 
ments and assumptions related to significant 
accounting estimates is also required by the clari- 
fied SAS Consideration of Fraud in a Financial 
Statement Audit (Redrafted).* That review is con- 
ducted as part of the requirement for the auditor 
to design and perform procedures to review 
accounting estimates for biases that could represent 
a risk of material misstatement due to fraud, in 
response to the risks of management override of 
controls. As a practical matter, the auditor's review 
of prior period accounting estimates as a risk assess- 
ment procedure in accordance with this SAS may 
be carried out in conjunction with the review 
required by the clarified SAS Consideration of Fraud 
in a Financial Statement Audit (Redrafted). 

A42. The auditor may judge that a more detailed 
review is required for those accounting estimates 
that were identified during the prior period audit 
as having high estimation uncertainty or for those 
accounting estimates that have changed significant- 
ly from the prior period. On the other hand, for 
example, for accounting estimates that arise from 
the recording of routine and recurring transactions, 
the auditor may judge that the application of ana- 
lytical procedures as risk assessment procedures is 
sufficient for purposes of the review. 

A43. For fair value accounting estimates and other 
accounting estimates based on current conditions 
at the measurement date, more variation may exist 
between the fair value amount recognized in the 
prior period financial statements and the outcome 
(or the amount reestimated for the purpose of the 
current period). This is because the measurement 
objective for such accounting estimates deals with 
perceptions about value at a point in time, which 
may change significantly and rapidly as the envi- 
ronment in which the entity operates changes. 
Therefore, the auditor may focus the review on 
obtaining information that would be relevant to 
identifying and assessing risks of material misstate- 
ment. For example, in some cases, obtaining an 
understanding of changes in market participant 
assumptions that affected the outcome of a prior 
period fair value accounting estimate may be unlike- 
ly to provide relevant information for audit purpos- 
es. If so, then the auditor’s consideration of the 
outcome of prior period fair value accounting esti- 
mates may be more appropriately directed toward 
understanding the effectiveness of management’s 
prior estimation process (that is, management's 
track record) from which the auditor can judge the 
likely effectiveness of management’s current 
process. 

A44. A difference between the outcome of an 
accounting estimate and the amount recognized in 
the prior period financial statements does not nec- 
essarily represent a misstatement of the prior peri- 
od financial statements. However, it may do so if, 





12. Paragraph 32 of the clarified SAS Consideration of Fraud in a Fi- 
nancial Statement Audit (Redrafted). 
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for example, the difference arises from information 
that was available to management when the prior 
period’s financial statements were finalized or that 
could reasonably be expected to have been obtained 
and taken into account in the preparation and pres- 
entation of those financial statements. The clarified 
SAS Subsequent Events and Subsequently Discovered 
Facts addresses situations when facts become 
known to the auditor after the date of the auditor’s 
report that, had they been known to the auditor at 
the date of the auditor’s report, may have caused 
the auditor to amend the auditor's report. The appli- 
cable financial reporting framework may contain 
guidance on distinguishing between changes in 
accounting estimates that constitute misstatements 
and changes that do not and the accounting treat- 
ment required to be followed. 


Identifying and Assessing the Risks of 
Material Misstatement 


Estimation Uncertainty (Ref: par. 10) 

A45. The degree of estimation uncertainty associ- 

ated with an accounting estimate may be influenced 

by factors such as 

e the extent to which the accounting estimate 
depends on judgment. 

° the sensitivity of the accounting estimate to 
changes in assumptions. 

° the existence of recognized measurement tech- 
niques that may mitigate the estimation uncer- 
tainty (though the subjectivity of the 
assumptions used as inputs may, nevertheless, 
give rise to estimation uncertainty). 

e the length of the forecast period and the rele- 
vance of data drawn from past events to fore- 
cast future events. 

¢ the availability of reliable data from external 
sources. 

¢ the extent to which the accounting estimate is 
based on observable or unobservable inputs. 

The degree of estimation uncertainty associated with 

an accounting estimate may influence the estimate’s 

susceptibility to bias. 

A46. Matters that the auditor considers in assess- 

ing the risks of material misstatement may also 

include the following: 

2 The actual or expected magnitude of an 
accounting estimate 

¢ The recorded amount of the accounting estimate 
(that is, management's point estimate) in rela- 
tion to the amount expected by the auditor to 
be recorded 

e Whether management has used a specialist in 
making the accounting estimate 

* The outcome of the review of prior period 
accounting estimates 


High Estimation Uncertainty and Significant 

Risks (Ref: par. 11) 

A47. Examples of accounting estimates that may 

have high estimation uncertainty include the follow- 

ing: 

¢ Accounting estimates that are highly dependent 
upon judgment (for example, judgments about 
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the outcome of pending litigation or the amount 
and timing of future cash flows dependent on 
uncertain events many years in the future) 
¢ Accounting estimates that are not calculated 
using recognized measurement techniques 
e Accounting estimates in which the results of the 
auditor's review of similar accounting estimates 
made in the prior period financial statements 
indicate a substantial difference between the 
original accounting estimate and the actual out- 
come 
¢ Fair value accounting estimates for which a 
highly specialized, entity-developed model is 
used or for which there are no observable inputs 
A48. A seemingly immaterial accounting estimate 
may have the potential to result in a material mis- 
statement due to the estimation uncertainty asso- 
ciated with the estimation (that is, the size of the 
amount recognized or disclosed in the financial 
statements for an accounting estimate may not be 
an indicator of its estimation uncertainty). 
A49. In some circumstances, the estimation uncer- 
tainty is so high that a reasonable accounting esti- 
mate cannot be made. The applicable financial 
reporting framework may, therefore, preclude recog- 
nition of the item in the financial statements or its 
measurement at fair value. In such cases, the sig- 
nificant risks relate not only to whether an account- 
ing estimate should be recognized or whether it 
should be measured at fair value but also to the ade- 
quacy of the disclosures. With respect to such 
accounting estimates, the applicable financial 
reporting framework may require disclosure of the 
accounting estimates and the high estimation uncer- 
tainty associated with them (see paragraphs 
A128-A131). 
A50. If the auditor determines that an accounting 
estimate gives rise to a significant risk, the auditor 
is required by the clarified SAS Understanding the 
Entity and Its Environment and Assessing the Risks of 
Material Misstatement (Redrafted)* to obtain an 
understanding of the entity’s controls, including 
control activities. 
A51. In some cases, the estimation uncertainty of 
an accounting estimate may lead the auditor to con- 
sider whether such estimation uncertainty indicates 
that substantial doubt could exist about the enti- 
ty’s ability to continue as a going concern. AU sec- 
tion 341, The Auditor's Consideration of an Entity’s 
Ability to Continue as a Going Concern (AICPA, 
Professional Standards, vol. 1), addresses such cir- 
cumstances. 


Responding to the Assessed Risks of Material 
Misstatement (Ref: par. 12) 

A52. The clarified SAS Performing Audit Procedures 
in Response to Assessed Risks and Evaluating the Audit 
Evidence Obtained (Redrafted)"* requires the auditor 
to design and perform audit procedures whose 
nature, timing, and extent are responsive to the 
assessed risks of material misstatement in relation 
to accounting estimates at both the financial state- 





13. Paragraph 29 of the clarified SAS Understanding the Entity and Its 
Environment and Assessing the Risks of Material Misstatement (Redrafted). 
14. See footnote 6. 


ment and relevant assertion levels. Paragraphs 
A53-A121 focus on specific responses at the rele- 
vant assertion level only. Based on the assessed risks 
of material misstatement, the auditor is required to 
exercise professional judgment’ in determining the 
nature, timing, and extent of the procedures nec- 
essary to conclude whether management appropri- 
ately applied the requirements of the financial 
reporting framework, including that the methods 
used for making the estimates are appropriate. 


Application of the Requirements of the 
Applicable Financial Reporting Framework (Ref: 
par. 12(a)) 

A53. Many financial reporting frameworks pre- 
scribe certain conditions for the recognition of 
accounting estimates and specify the methods for 
making them and required disclosures. Such 
requirements may be complex and require the 
application of judgment. Based on the understand- 
ing obtained in performing risk assessment proce- 
dures, the requirements of the applicable financial 
reporting framework that may be susceptible to mis- 
application or differing interpretations become the 
focus of the auditor's attention. 

A54. Determining whether management has appro- 
priately applied the requirements of the applicable 
financial reporting framework is based, in part, on 
the auditor's understanding of the entity and its envi- 
ronment. For example, the measurement of the fair 
value of some items, such as intangible assets 
acquired in a business combination, may involve 
special considerations that are affected by the nature 
of the entity and its operations. 

A55. In some situations, additional audit proce- 
dures, such as the inspection by the auditor of the 
current physical condition of an asset, may be nec- 
essary to determine whether management has 
appropriately applied the requirements of the appli- 
cable financial reporting framework. 

A56. Collateral often is assigned for certain types 
of investments in debt instruments that either are 
required to be measured at fair value or are evalu- 
ated for possible impairment. If the collateral is an 
important factor in measuring the fair value of the 
investment or evaluating its carrying amount, it may 
be necessary for the auditor—in determining 
whether management has appropriately applied the 
requirements of the applicable financial reporting 
framework—to obtain sufficient appropriate audit 
evidence regarding the existence; value; rights; and 
access to, or transferability of, such collateral 
(including consideration of whether all appropri- 
ate liens have been filed and appropriate disclosures 
have been made). 

A57. The application of the requirements of the 
applicable financial reporting framework requires 
management to consider changes in the environ- 
ment or circumstances that affect the entity. For 
example, the introduction of an active market for 
a particular class of asset or liability may indicate 
that the use of discounted cash flows to estimate the 


15. Paragraph 16 of clarified SAS Overall Objectives of the Independ- 
ent Auditor and the Conduct of an Audit in Accordance With Generally 
Accepted Auditing Standards. 
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fair value of such asset or liability is no longer appro- 
priate. 


Consistency in Methods and Basis for Changes 
(Ref: par. 12(b)) 

A58. The auditor's consideration of a change in an 
accounting estimate or in the method for making 
it from the prior period is important because a 
change that is not based on a change in circum- 
stances or new information is considered arbitrary. 
Arbitrary changes in an accounting estimate result 
in inconsistent financial statements over time and 
may give rise to a financial statement misstatement 
or be an indicator of possible management bias. 
A59. Management often is able to demonstrate 
good reason for a change in an accounting estimate 
or the method for making an accounting estimate 
from one period to another based on a change in 
circumstances. What constitutes a good reason and 
the adequacy of support for management’s con- 
tention that there has been a change in circum- 
stances that warrants a change in an accounting 
estimate or the method for making an accounting 
estimate are matters of judgment. 


Responses to the Assessed Risks of Material 

Misstatements (Ref: par. 13) 

A60. The auditor's decision about which response, 

individually or in combination, identified in para- 

graph 13 to undertake to respond to the risks of 
material misstatement may be influenced by such 
matters as the following: 

e The nature of the accounting estimate, includ- 
ing whether it arises from routine or nonrou- 
tine transactions 

e Whether the procedure(s) is expected to effec- 
tively provide the auditor with sufficient appro- 
priate audit evidence 

e The assessed risk of material misstatement, 
including whether the assessed risk is a signif- 
icant risk 

A61. For example, when evaluating the reasonable- 
ness of the allowance for doubtful accounts, an 
effective procedure for the auditor may be to review 
subsequent cash collections in combination with 
other procedures. When the estimation uncertain- 
ty associated with an accounting estimate is high 
(for example, an accounting estimate based on a 
proprietary model for which unobservable inputs 
exist), it may be that a combination of the respons- 
es to assessed risks in paragraph 13 is necessary in 
order to obtain sufficient appropriate audit evi- 
dence. 

A62. Additional guidance explaining the circum- 

stances in which each of the responses may be 

appropriate is provided in paragraphs A63—A101. 


Events Occurring Up to the Date of the Auditor's 
Report (Ref: par. 13(a)) 

A63. Determining whether events occurring up to 
the date of the auditor's report provide audit evi- 
dence regarding the accounting estimate may be an 
appropriate response when such events are expect- 
ed to 

* occur and 
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° provide audit evidence that confirms or contra- 
dicts the accounting estimate. 
A64. Events occurring up to the date of the audi- 
tor’s report may sometimes provide sufficient appro- 
priate audit evidence about an accounting estimate. 
For example, sale of the complete inventory of a 
superseded product shortly after the period-end 
may provide audit evidence relating to the estimate 
of its net realizable value. In such cases, there may 
be no need to perform additional audit procedures 
on the accounting estimate, provided that sufficient 
appropriate evidence about the events is obtained. 
A65. For some accounting estimates, events 
occurring up to the date of the auditor's report are 
unlikely to provide audit evidence regarding the 
accounting estimate. For example, the conditions 
or events relating to some accounting estimates 
develop only over an extended period. Also, because 
of the measurement objective of fair value account- 
ing estimates, information after the period-end may 
not reflect the events or conditions existing at the 
balance sheet date and, therefore, may not be rele- 
vant to the measurement of the fair value account- 
ing estimate. Paragraph 13 identifies other 
responses to the risks of material misstatement that 
the auditor may undertake. 
A66. In some cases, events that contradict the 
accounting estimate may indicate that the amount 
recorded is misstated, that management has inef- 
fective processes for making accounting estimates, 
or that management bias exists in the making of 
accounting estimates. 
A67. Even though the auditor may decide not to 
undertake the approach referred to in paragraph 
13(a) with respect to specific accounting estimates, 
the auditor is required to comply with the clarified 
SAS Subsequent Events and Subsequently Discovered 
Facts. The auditor is required to perform audit pro- 
cedures designed to obtain sufficient appropriate 
audit evidence that all subsequent events that 
require adjustment of, or disclosure in, the finan- 
cial statements have been identified. Because the 
measurement of many accounting estimates, other 
than fair value accounting estimates, usually 
depends on the outcome of future conditions, trans- 
actions, or events, the auditor’s work under the clar- 
ified SAS Subsequent Events and Subsequently 
Discovered Facts is particularly relevant. 


Testing How Management Made the Accounting 

Estimate (Ref: par. 13(b)) 

A68. Testing how management made the account- 

ing estimate and the data on which it is based may 

be an appropriate response when the accounting 

estimate is a fair value accounting estimate devel- 

oped on a model that uses observable and unob- 

servable inputs. It may also be appropriate when, 

for example 

° the accounting estimate is derived from the rou- 
tine processing of data by the entity’s account- 
ing system. 

* the auditor’s review of similar accounting esti- 





16. Paragraphs 9 and 11 of the clarified SAS Subsequent Events and 
Subsequently Discovered Facts. 





mates made in the prior period financial state- 
ments suggests that management's current peri- 
od process is likely to be effective. 

¢ the accounting estimate is based on a large pop- 
ulation of items of a similar nature that individ- 
ually are not significant. 

A69. Testing how management made the account- 

ing estimate and the data on which it is based may 

involve, for example, the following: 

¢ Testing the extent to which data on which the 
accounting estimate is based is accurate, com- 
plete, and relevant and whether the accounting 
estimate has been properly determined using 

- such data and management assumptions 

¢ Considering the source, relevance, and reliabil- 
ity of external data or information, including 
that received from management's specialists,’” 
to assist in making an accounting estimate 

e Determining how management has taken into 
account the effect of events, transactions, and 
changes in circumstances occurring between the 
date that the estimate or inputs to the estimate 
were determined and the reporting date, if the 
estimate was not made as of a date that coin- 
cides with the reporting date (for example, a val- 
uation by an independent appraiser may be as 
of a different date) 

¢ Recalculating the accounting estimate and 
reviewing, for internal consistency, information 
used to determine the estimate 

* Considering management's review and approval 
processes 

A7O0. In accordance with the clarified SAS Audit 

Evidence (Redrafted)," the auditor is required to 

evaluate whether the data on which the estimate is 

based is sufficiently reliable for the auditor's pur- 

poses, including, as necessary 

a. obtaining audit evidence about the accuracy and 
completeness of the data. 

b. evaluating whether the data is sufficiently pre- 
cise and detailed for the auditor’s purposes. 


Considerations Specific to Smaller, Less Complex 
Entities 

A71. In smaller entities, the process for making 
accounting estimates is likely to be less structured 
than in larger entities. Smaller entities with active 
management involvement may have limited descrip- 
tions of accounting procedures, unsophisticated 
accounting records, or few written policies. Even if 
the entity has no formal established process, man- 
agement may still be able to provide a basis upon 
which the auditor can test the accounting estimate. 


Evaluating the Method of Measurement (Ref: par. 
13(b)(G)) 

A72. When the applicable financial reporting 
framework does not prescribe the method of meas- 
urement, evaluating whether the method used 


a 
17. Paragraph 5 of clarified SAS Audit Evidence (Redrafted) defines a 
management’ specialist as “[aln individual or organization possessing 
expertise in a field other than accounting or auditing, whose work 
in that field is used by the entity to assist the entity in preparing the 
financial statements.” 

18. Paragraph 8 of clarified SAS Audit Evidence (Redrafted). 
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(including any applicable model) is appropriate in 
the circumstances is a matter of professional judg- 
ment. 

A73. For this purpose, matters that the auditor may 

consider include, for example, whether 

* management's rationale for the method select- 
ed is reasonable. 

* management sufficiently and appropriately has 
evaluated and applied the criteria, if any, pro- 
vided in the applicable financial reporting 
framework to support the selected method. 

* the method is appropriate and sufficient data is 
available in the circumstances, given the nature 
of the asset or liability being estimated and the 
requirements of the applicable financial report- 
ing framework relevant to accounting estimates. 

¢ the method is appropriate in relation to the busi- 
ness, industry, and environment in which the 
entity operates. 

A74. In some cases, management may have deter- 
mined that different methods result in a range of sig- 
nificantly different estimates. In such cases, 
obtaining an understanding of how the entity has 
investigated the reasons for these differences may 
assist the auditor in evaluating the appropriateness 
of the method selected. 


Evaluating the Use of Models 
A75. Insome cases, particularly when making fair 
value accounting estimates, management may use 
a model. Whether the model used is appropriate in 
the circumstances may depend on a number of fac- 
tors, such as the nature of the entity and its envi- 
ronment, including the industry in which it operates 
and the specific asset or liability being measured. 
A76. The extent to which the considerations in 
paragraph A77 are relevant depends on the circum- 
stances, including whether the model is one that is 
commercially available for use in a particular sec- 
tor or industry, or a proprietary model. In some 
cases, an entity may use a management specialist’ 
to develop and test a model. 
A77. Depending on the circumstances, matters that 
the auditor may also consider in testing the model 
include, for example, whether 
¢ the model is validated prior to usage, with peri- 
odic reviews to ensure it is still suitable for its 
intended use. The entity’s validation process 
may include evaluation of 
— the model’s theoretical soundness and 
mathematical integrity, including the appro- 
priateness of model parameters. 
— the consistency and completeness of the 
model’s inputs with market practices. 
— the model’s output compared with actual 
transactions. 
* appropriate change control policies and proce- 
dures exist. 
¢ the model is periodically calibrated and tested 
for validity, particularly when inputs are subjec- 
tive. 
° adjustments are made to the output of the 
model, including in the case of fair value 
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accounting estimates whether such adjustments 
reflect the assumptions that market participants 
would use in similar circumstances. 
e the model is adequately documented, includ- 
ing the model's intended applications and lim- 
itations and its key parameters, required inputs, 
and results of any validation analysis performed. 


Assumptions Used by Management (Ref: par. 
13(b)Gi)) 
A78. The auditor's evaluation of the assumptions 
used by management is based only on information 
available to the auditor at the time of the audit. 
Audit procedures dealing with management 
assumptions, including those used as inputs to val- 
uation models, are performed in the context of the 
audit of the entity’s financial statements and not for 
the purpose of providing an opinion on assump- 
tions themselves. 
A79. Matters that the auditor may consider in eval- 
uating the reasonableness of the assumptions used 
by management include, for example 
e whether individual assumptions appear reason- 
able. 
¢ whether the assumptions are interdependent 
and internally consistent. 
¢ whether the assumptions appear reasonable 
when considered collectively or in conjunction 
with other assumptions, either for that account- 
ing estimate or for other accounting estimates. 
* in the case of fair value accounting estimates, 
whether the assumptions appropriately reflect 
observable market assumptions. 
A80. In evaluating the reasonableness of the 
assumptions supporting an accounting estimate, the 
auditor may identify one or more significant 
assumptions. If so, the existence of one or more sig- 
nificant assumptions may be an indicator that the 
accounting estimate has high estimation uncertain- 
ty and may, therefore, give rise to a significant risk 
related to recognition, measurement, or disclosure. 
Additional responses to significant risks are 
described in paragraphs Al08-A121. 
A81. The assumptions on which accounting esti- 
mates are based may reflect what management 
expects will be the outcome of specific objectives and 
strategies. In such cases, the auditor may perform 
audit procedures to evaluate the reasonableness of 
such assumptions by considering, for example, 
whether the assumptions are consistent with 
e the general economic environment and the enti- 
ty’s economic circumstances. 
¢ the plans of the entity. 
* assumptions made in prior periods, if relevant. 
e the experience of, or previous conditions expe- 
rienced by, the entity to the extent this historical 
information may be considered representative of 
future conditions or events. 
* other assumptions used by management relat- 
ing to the financial statements. 
A82. The reasonableness of the assumptions used 
may depend on management’s intent and ability to 
carry out certain courses of action. Management 
often documents plans and intentions relevant to 
specific assets or liabilities, and the financial report- 


ing framework may require it to do so. Although 

the extent of audit evidence to be obtained about 

management's intent and ability is a matter of pro- 

fessional judgment, the auditor’s procedures may 

include the following: 

¢ Review of management's history of carrying out 
its stated intentions 

¢ Review of written plans and other documenta- 
tion, including, when applicable, formally 
approved budgets, authorizations, or minutes 

¢ Inquiry of management about its reasons for a 
particular course of action 

¢ Review of events occurring subsequent to the 
date of the financial statements and up to the 
date of the auditor’s report 

¢ Evaluation of the entity’s ability to carry out a 
particular course of action given the entity’s eco- 
nomic circumstances, including the implica- 
tions of its existing commitments 

Certain financial reporting frameworks, however, 

may not permit management's intentions or plans 

to be taken into account when making an account- 

ing estimate. This is often the case for fair value 

accounting estimates because their measurement 

objective requires that assumptions reflect those 

used by market participants. 

A83. Matters that the auditor may consider in eval- 

uating the reasonableness of assumptions used by 

management underlying fair value accounting esti- 

mates, in addition to those discussed previously, 

when applicable, may include, for example 

e when relevant, whether and, if so, how man- 
agement has incorporated market-specific 
inputs into the development of assumptions. 

¢ whether the assumptions are consistent with 
observable market conditions and the charac- 
teristics of the asset or liability being measured 
at fair value. 

¢ whether the sources of market-participant 
assumptions are relevant and reliable and how 
management has selected the assumptions to 
use when a number of different market partic- 
ipant assumptions exist. 

¢ when appropriate, whether and, if so, how man- 
agement considered assumptions used in, or 
information about, comparable transactions, 
assets, or liabilities. 

A84. Further, fair value accounting estimates may 

comprise observable inputs, as well as unobservable 

inputs. When fair value accounting estimates are 

based on unobservable inputs, matters that the 

auditor may consider include, for example, how 

management supports 

¢ the identification of the characteristics of mar- 
ket participants relevant to the accounting esti- 
mate. 

¢ modifications it has made to its own assump- 
tions to reflect its view of assumptions market 
participants would use. 

¢ whether it has incorporated appropriate infor- 
mation. 

¢ when applicable, how its assumptions take 
account of comparable transactions, assets, or 
liabilities. 

If there are unobservable inputs, it is more likely that 
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the auditor's evaluation of the assumptions will need 
to be combined with other responses to assessed 
risks in paragraph 13 in order to obtain sufficient 
appropriate audit evidence. In such cases, it may be 
necessary for the auditor to perform other audit pro- 
cedures (for example, examining documentation 
supporting the review and approval of the account- 
ing estimate by appropriate levels of management 
and, when appropriate, those charged with gover- 
nance). 

A85. Challenges may exist for management when 
fair value accounting estimates have unobservable 
inputs, in particular, as a result of illiquid markets. 
Management may not have the expertise internal- 
ly to value illiquid or complex financial instruments, 
and there may be limited sources of information 
available to establish their values. It may be neces- 
sary for management to make assumptions, includ- 
ing assumptions utilized by management based 
upon the work of a specialist, to develop fair value 
measurements for illiquid assets. 

A86. The reliability of audit evidence is influenced 
by its source and nature. For example, management 
may use a broker quote to support a fair value meas- 
urement; however, when the quote is obtained from 
the institution that initially sold the instrument, this 
evidence may be less objective and may need to be 
supplemented with evidence from one or more 
other brokers or information from a pricing serv- 
ice. Pricing services and brokers may use methods 
of valuation that are not known to management or 
the auditor. In accordance with paragraph 8(c)(i), 
the auditor is required to obtain an understanding 
of how such information was developed. For exam- 
ple, the auditor might inquire whether the value is 
based on private trades, trades of similar instru- 
ments, a cash flow model, or some combination of 
inputs. Inquiry into the nature of a broker quote is 
directed at its reliability and consistency with the 
objective of fair value measurement. 

A87. Changes in market conditions may require 
changes in valuation techniques. Consistency is gen- 
erally a desirable quality in financial information but 
may be inappropriate if circumstances change. 
Paragraph A57 gives the example of the introduc- 
tion of an active market as an illustration of changed 
circumstances leading to a move from valuation by 
model to valuation by market price. In a period of 
market instability, the changes could be in the oppo- 
site direction because markets could become inac- 
tive. Even when models have been consistently 
used, a need for management to examine the con- 
tinuing appropriateness of the assumptions exists. 
Further, models may have been calibrated in times 
when reasonable market information was available 
but may not provide reasonable valuations in times 
of unanticipated stress. Consequently, the degree of 
consistency of valuation techniques and the appro- 
priateness of changes in technique or assumptions 
require the auditor’s attention. 

A88. A change in valuation technique does not, 
however, justify a change in the underlying meas- 
urement objective (that is, fair value as defined in 
the financial reporting framework) to a different 
standard of value, such as an individual opinion of 
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value. The clarified SAS Audit Evidence (Redrafted) 
addresses what constitutes audit evidence, the quan- 
tity and quality of audit evidence to be obtained, 
and the audit procedures that the auditor uses for 
obtaining that audit evidence. Unless management 
is able to support its valuations, it will be difficult 
for the auditor to obtain sufficient appropriate audit 
evidence. However, as evidence about assumptions 
and the validity of models is necessarily less reliable 
than evidence of a market price taken from an active 
market, it may be necessary to look at more sources 
of evidence to accumulate sufficient appropriate evi- 
dence because the audit evidence needed is affect- 
ed by the risk of misstatement (the greater the risk, 
the more audit evidence is likely to be required). 
For example, an auditor or auditor’s specialist may 
use an independent model to compare its results 
with those of the model used by management in 
order to evaluate whether the values determined by 
management’s model are reasonable. 

A839. In addition, the auditor may consider whether 
external sources provide audit evidence to which 
the auditor could benchmark an entity’s practices. 
For example, sources that track losses recorded by 
institutions may provide the auditor with audit evi- 
dence about whether the entity’s valuations are rea- 
sonable if it has invested in similar instruments as 
those institutions. 


Testing the Operating Effectiveness of Controls (Ref: 

par. 13(c)) 

A90. Testing the operating effectiveness of the con- 

trols over how management made the accounting 

estimate may be an appropriate response when 

management’s process has been well-designed, 

implemented, and maintained. For example 

e when controls exist for the review and approval 
of the accounting estimates by appropriate lev- 
els of management and, when appropriate, 
those charged with governance. 

¢ when the accounting estimate is derived from 
the routine processing of data by the entity's 
accounting system. 

A91. Testing the operating effectiveness of the con- 

trols is required by the clarified SAS Performing Audit 

Procedures in Response to Assessed Risks and 

Evaluating the Audit Evidence Obtained (Redrafted)*° 

when 

a. the auditor's assessment of risks of material mis- 
statement at the relevant assertion level 
includes an expectation that controls over the 
process are operating effectively or 

b. substantive procedures alone do not provide 
sufficient appropriate audit evidence at the rel- 
evant assertion level. 


Considerations Specific to Smaller, Less Complex 
Entities 

A92. Controls over the process to make an account- 
ing estimate may exist in smaller entities, but the for- 
mality with which they operate varies. Further, 
smaller entities may determine that certain types of 





20. Paragraph 8 of the clarified SAS Performing Audit Procedures in 
Response to Assessed Risks and Evaluating the Audit Evidence Obtained 
(Redrafted). 





controls are not necessary because of active manage- 
ment involvement in the financial reporting process. 
In the case of very small entities, however, there may 
not be many controls that the auditor can identify. 
For this reason, the auditor’s response to the assessed 
risks is likely to be substantive in nature, with the 
auditor performing one or more of the other respons- 
es identified in paragraph 13. 


Developing a Point Estimate or Range (Ref: par. 

13(d)) 

A93. Developing a point estimate or range to eval- 

uate management's point estimate may be an appro- 

priate response when, for example 

* an accounting estimate is not derived from the 
routine processing of data by the accounting 
system. 

¢ the auditor’s review of similar accounting esti- 
mates made in the prior period financial state- 
ments suggests that management's current 
period process is unlikely to be effective. 

e the entity’s controls within and over manage- 
ment’s processes for determining accounting 
estimates are not well-designed or properly 
implemented. 

* events or transactions between the period-end 
and the date of the auditor's report contradict 
management’s point estimate. 

e there are alternative sources of relevant data 
available to the auditor that can be used in mak- 
ing a point estimate or range. 

A94. Even when the entity's controls are well- 
designed and properly implemented, developing a 
point estimate or range may be an effective and effi- 
cient response to the assessed risks. In other situa- 
tions, the auditor may consider this approach as part 
of determining whether further procedures are nec- 
essary and, if so, their nature and extent. 
A95. The approach taken by the auditor in devel- 
oping either a point estimate or range may vary 
based on what is considered most effective in the 
circumstances. For example, the auditor may ini- 
tially develop a preliminary point estimate and then 
assess its sensitivity to changes in assumptions to 
ascertain a range with which to evaluate manage- 
ment’s point estimate. Alternatively, the auditor may 
begin by developing a range for purposes of deter- 
mining, when possible, a point estimate. 
A96. The ability of the auditor to make a point esti- 
mate, as opposed to a range, depends on several fac- 
tors, including the model used, the nature and 
extent of data available, and the estimation uncer- 
tainty involved with the accounting estimate. 
Further, the decision to develop a point estimate or 
range may be influenced by the applicable finan- 
cial reporting framework, which may prescribe the 
point estimate that is to be used after consideration 
of the alternative outcomes and assumptions or pre- 
scribe a specific measurement method (for exam- 
ple, the use of a discounted probability-weighted 
expected value). 

A97. The auditor may develop a point estimate or 

range in a number of ways. For example, by 

* using a model (for example, one that is com- 


mercially available for use in a particular sector 
: 
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or industry or a proprietary or an auditor-devel- 
oped model). 

* further developing management’s consideration 
of alternative assumptions or outcomes (for exam- 
ple, by introducing a different set of assumptions). 

° employing or engaging a person with special- 
ized expertise to develop or execute the model 
or provide relevant assumptions. 

¢ making reference to other comparable condi- 
tions, transactions, or events or, when relevant, 
markets for comparable assets or liabilities. 


Understanding Management's Assumptions or 
Method (Ref: par. 13(d)(i)) 

A98. When the auditor makes a point estimate or 
range and uses assumptions or a method different 
from those used by management, paragraph 
13(d)G) requires the auditor to obtain a sufficient 
understanding of the assumptions or method used 
by management in making the accounting estimate. 
This understanding provides the auditor with infor- 
mation that may be relevant to the auditor’s devel- 
opment of an appropriate point estimate or range. 
Further, it assists the auditor to understand and 
evaluate any significant differences from manage- 
ment’s point estimate. For example, a difference may 
arise because the auditor used different, but equal- 
ly valid, assumptions, compared with those used by 
management. This may reveal that the accounting 
estimate is highly sensitive to certain assumptions 
and, therefore, subject to high estimation uncertain- 
ty, indicating that the accounting estimate may be 
a significant risk. Alternatively, a difference may arise 
as a result of a factual error made by management. 
Depending on the circumstances, the auditor may 
find it helpful in drawing conclusions to discuss 
with management the basis for the assumptions 
used and their validity and the difference, if any, in 
the approach taken to making the accounting esti- 
mate. 


Narrowing a Range (Ref: par. 13(d)(ii)) 

A99. When the auditor concludes that it is appro- 
priate to use a range to evaluate the reasonableness 
of management’s point estimate (the auditor's 
range), paragraph 13(d)(ii) requires that range to 
encompass all reasonable outcomes, rather than all 
possible outcomes. The range cannot be one that 
comprises all possible outcomes if it is to be useful 
because such a range would be too wide to be effec- 
tive for purposes of the audit. The auditor's range 
is useful and effective when it is sufficiently narrow 
to enable the auditor to conclude whether the 
accounting estimate is materially misstated. 
A100. Ordinarily, a range that has been narrowed 
to be equal to or less than performance materiality 
(see the clarified SAS Materiality in Planning and 
Performing an Audit)” is adequate for the purposes 
of evaluating the reasonableness of management’s 
point estimate. However, particularly in certain 
industries, it may not be possible to narrow the 
range to below such an amount. This does not nec- 


21. Paragraph 10 of the clarified SAS Materiality in Planning and Per- 
forming an Audit. 
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essarily preclude recognition of the accounting esti- 

mate. It may indicate, however, that the estimation 

uncertainty associated with the accounting estimate 

is such that it gives rise to a significant risk. 

Additional responses to significant risks are 

described in paragraphs Al08-A121. 

A101. Narrowing the range to a position where all 

outcomes within the range are considered reason- 

able may be achieved by 

a. eliminating from the range those outcomes at 
the extremities of the range judged by the audi- 
tor to be unlikely to occur and 

b. continuing to narrow the range, based on audit 
evidence available, until the auditor concludes 
that all outcomes within the range are consid- 
ered reasonable. In some rare cases, the audi- 
tor may be able to narrow the range until the 
audit evidence indicates a point estimate. 


Considering Whether Specialized Skills or 
Knowledge Are Required (Ref: par. 14) 
A102. In planning the audit, the auditor is required 
by the clarified SAS Planning an Audit” to ascertain 
the nature, timing, and extent of resources neces- 
sary to perform the audit engagement. This may 
include, as necessary, the involvement of those with 
specialized skills or knowledge. In addition, the 
clarified SAS Quality Control for an Engagement 
Conducted in Accordance With Generally Accepted 
Auditing Standards.” requires the engagement part- 
ner to be satisfied that the engagement team and any 
auditor’s specialists who are not part of the engage- 
ment team collectively have the appropriate com- 
petence and capabilities to perform the audit 
engagement. During the course of the audit of 
accounting estimates, the auditor may identify, in 
light of the experience of the auditor and the cir- 
cumstances of the engagement, the need for special- 
ized skills or knowledge to be applied in relation 
to one or more aspects of the accounting estimates. 
A103. Matters that may affect the auditor’s consid- 
eration of whether specialized skills or knowledge 
is required include, for example, the following: 
¢ The nature of the underlying asset, liability, or 
component of equity in a particular business or 
industry (for example, mineral deposits, agri- 
cultural assets, or complex financial instru- 
ments) 
e A high degree of estimation uncertainty 
* Complex calculations or specialized models are 
involved (for example, when estimating fair val- 
ues when no observable market exists) 
¢ The complexity of the requirements of the appli- 
cable financial reporting framework relevant to 
accounting estimates, including whether there 
are areas known to be subject to differing inter- 
pretation or practice is inconsistent or develop- 
ing 
¢ The procedures that the auditor intends to 
undertake in responding to assessed risks 
A104. For the majority of accounting estimates, 


22. Paragraph 8 of the clarified SAS Planning an Audit. 

23. Paragraph 15 of the clarified SAS Quality Control for an Engage- 
ment Conducted in Accordance With Generally Accepted Auditing Stan- 
dards. 


even when estimation uncertainty exists, it is unlike- 
ly that specialized skills or knowledge will be 
required. For example, it is unlikely that specialized 
skills or knowledge would be necessary for an audi- 
tor to evaluate an allowance for doubtful accounts. 
A105. However, the auditor may not possess the 
specialized skills or knowledge required when the 
matter involved is in a field other than accounting 
or auditing and may need to obtain it from an audi- 
tor’s specialist. The proposed SAS Using the Work of 
an Auditor’s Specialist addresses determining the 
need to employ or engage an auditor's specialist and 
the auditor's responsibilities when using the work 
of an auditor’s specialist. 

A106. Further, in some cases, the auditor may con- 
clude that it is necessary to obtain specialized skills 
or knowledge related to specific areas of account- 
ing or auditing. Individuals with such skills or 
knowledge may be employed by the auditor’s firm 
or engaged from an external organization outside 
of the auditor’s firm. When such individuals per- 
form audit procedures on the engagement, they are 
part of the engagement team, and accordingly, they 
are subject to the requirements in the clarified SAS 
Quality Control for an Engagement Conducted in 
Accordance With Generally Accepted Auditing 
Standards. 

A107. Depending on the auditor’s understanding 
of, and experience working with, the auditor’s spe- 
cialist or those other individuals with specialized 
skills or knowledge, the auditor may consider it 
appropriate to discuss matters such as the require- 
ments of the applicable financial reporting frame- 
work with the individuals involved to establish that 
their work is relevant for audit purposes. 


Further Substantive Procedures to Respond to 
Significant Risks (Ref: par. 15-17, 20) 
A108. In auditing accounting estimates that give 
rise to significant risks, the auditor's further substan- 
tive procedures are focused on the evaluation of 
a. how management has assessed the effect of esti- 
mation uncertainty on the accounting estimate 
and the effect that such uncertainty may have 
on the appropriateness of the recognition of the 
accounting estimate in the financial statements 
and 
b. the adequacy of related disclosures. 
For estimates that give rise to significant risks, the 
procedures that the auditor is required to perform 
to address the requirements in paragraphs 12-13 
of this SAS may be performed in conjunction with 
the procedures performed to address the require- 
ments in paragraphs 15-17 of this SAS. 


Estimation Uncertainty 


Management's Consideration of Estimation 
Uncertainty (Ref: par. 15(a)) 

A109. Management may evaluate alternative 
assumptions or outcomes of the accounting esti- 
mates through a number of methods, depending on 
the circumstances. One possible method used by 
management is to undertake a sensitivity analysis. 
This might involve determining how the monetary 
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amount of an accounting estimate varies with dif- 
ferent assumptions. Even for accounting estimates 
measured at fair value, there can be variation 
because different market participants will use dif- 
ferent assumptions. A sensitivity analysis could lead 
to the development of a number of outcome sce- 
narios, sometimes characterized as a range of out- 
comes by management, such as “pessimistic” and 
“optimistic” scenarios. 

A110. A sensitivity analysis may demonstrate that 
an accounting estimate is not sensitive to changes 
in particular assumptions. Alternatively, it may 
demonstrate that the accounting estimate is sensi- 
tive to one or more assumptions that then become 
the focus of the auditor’s attention. 

A111. This is not intended to suggest that one par- 
ticular method of addressing estimation uncertain- 
ty (such as sensitivity analysis) is more suitable than 
another or that management's consideration of alter- 
native assumptions or outcomes needs to be con- 
ducted through a detailed process supported by 
extensive documentation. Rather, it is whether man- 
agement has assessed how estimation uncertainty 
may affect the accounting estimate that is impor- 
tant, not the specific manner in which it is done. 
Accordingly, when management has not considered 
alternative assumptions or outcomes, it may be nec- 
essary for the auditor to discuss with management, 
and request support for how it has addressed, the 
effects of estimation uncertainty on the accounting 
estimate. 


Considerations Specific to Smaller, Less Complex 
Entities 

A112. Smaller entities may use simple means to 
assess the estimation uncertainty. In addition to the 
auditor’s review of available documentation, the 
auditor may obtain other audit evidence of manage- 
ment consideration of alternative assumptions or 
outcomes by inquiry of management. In addition, 
management may not have the expertise to consid- 
er alternative outcomes or otherwise address the 
estimation uncertainty of the accounting estimate. 
In such cases, the auditor may explain to manage- 
ment the process or the different methods available 
for doing so and the documentation thereof. This 
would not, however, change the responsibilities of 
management for the preparation of the financial 
statements. 


Significant Assumptions (Ref: par. 15(b)) 

A113. Anassumption used in making an account- 
ing estimate may be deemed to be significant if a 
reasonable variation in the assumption would mate- 
rially affect the measurement of the accounting esti- 
mate. 

A114. Support for significant assumptions derived 
from management’s knowledge may be obtained 
from management's continuing processes of strate- 
gic analysis and risk management. Even without for- 
mal established processes, such as may be the case 
in smaller entities, the auditor may be able to eval- 
uate the assumptions through inquiries of, and dis- 
cussions with, management, along with other audit 
procedures, in order to obtain sufficient appropri- 


OFFICIAL RELEASES 


ate audit evidence. 

A115. The auditor's considerations in evaluating 
assumptions made by management are described 
in paragraphs A78-A89. 


Management Intent and Ability (Ref: par. 15(c)) 
A116. The auditor’s considerations in relation to 
assumptions made by management and manage- 
ment’s intent and ability are described in paragraphs 
Al2 and A82. 


Development of a Range (Ref: par. 16) 

A117. In preparing the financial statements, man- 

agement may be satisfied that it has adequately 

addressed the effects of estimation uncertainty on 
the accounting estimates that give rise to significant 
risks. In some circumstances, however, the auditor 
may view the efforts of management as inadequate. 

This may be the case, for example, when, in the 

auditor’s judgment 

¢ sufficient appropriate audit evidence could not 
be obtained through the auditor's evaluation of 
how management has addressed the effects of 
estimation uncertainty. 

* it is necessary to explore further the degree of 
estimation uncertainty associated with an 
accounting estimate (for example, when the 
auditor is aware of wide variation in outcomes 
for similar accounting estimates in similar cir- 
cumstances). 

¢ it is unlikely that other audit evidence can be 
obtained (for example, through the review of 
events occurring up to the date of the auditor’s 
report). 

* indicators of management bias in the making of 
accounting estimates may exist. 

A118. The auditor's considerations in determining 

a range for this purpose are described in paragraphs 

A93-A101. 


Recognition and Measurement Criteria 


Recognition of the Accounting Estimates in the 
Financial Statements (Ref: par. 17(a)) 

A119. When management has recognized an 
accounting estimate in the financial statements, the 
focus of the auditor’s evaluation is on whether the 
measurement of the accounting estimate is suffi- 
ciently reliable to meet the recognition criteria of the 
applicable financial reporting framework. 

A120. With respect to accounting estimates that 
have not been recognized, the focus of the auditor’s 
evaluation is on whether the recognition criteria of 
the applicable financial reporting framework have, 
in fact, been met. Even when an accounting esti- 
mate has not been recognized and the auditor con- 
cludes that this treatment is appropriate, there may 
be a need for disclosure of the circumstances in the 
notes to the financial statements. The auditor may 
also determine that there is a need to draw the read- 
er’s attention to a significant uncertainty by adding 
an emphasis of matter paragraph to the auditor’s 
report. The proposed SAS Emphasis of Matter 
Paragraphs and Other Matter Paragraphs in the 
Independent Auditor's Report addresses the use of 





such paragraphs. 


Measurement Basis for the Accounting Estimates 
(Ref: par. 17(b)) 

A121. With respect to fair value accounting esti- 
mates, some financial reporting frameworks pre- 
sume that fair value can be measured reliably as a 
prerequisite to either requiring or permitting fair 
value measurements and disclosures. In some cases, 
this presumption may be overcome when, for exam- 
ple, no appropriate method or basis for measure- 
ment exists. In such cases, the focus of the auditor’s 
evaluation is on whether management's basis for 
overcoming the presumption relating to the use of 
fair value set forth under the applicable financial 
reporting framework is appropriate. 


Evaluating the Reasonableness of the 
Accounting Estimates and Determining 
Misstatements (Ref: par. 18) 
A122. Based on the audit evidence obtained, the 
auditor may conclude that the evidence points to 
an accounting estimate that differs from manage- 
ment’s point estimate. When the audit evidence 
supports a point estimate, the difference between 
the auditor's point estimate and management's point 
estimate constitutes a misstatement. When the audi- 
tor has concluded that using the auditor's range pro- 
vides sufficient appropriate audit evidence, a 
management point estimate that lies outside the 
auditor's range would not be supported by audit evi- 
dence. In such cases, the misstatement is no less 
than the difference between management’s point 
estimate and the nearest point of the auditor's range. 
A123. When management has changed an 
accounting estimate, or the method in making it, 
from the prior period based on a subjective assess- 
ment that there has been a change in circumstances, 
the auditor may conclude, based on the audit evi- 
dence, that the accounting estimate is misstated as 
a result of an arbitrary change by management or 
may regard it as an indicator of possible manage- 
ment bias (see paragraphs Al33-A134). 
A124. The clarified SAS Evaluation of Misstatements 
Identified During the Audit* provides guidance on 
distinguishing misstatements for purposes of the 
auditor's evaluation of the effect of uncorrected mis- 
statements on the financial statements. In relation 
to accounting estimates, a misstatement, whether 
caused by fraud or error, may arise as a result of 
* misstatements about which no doubt exists (fac- 
tual misstatements). 
¢ differences arising from management's judg- 
ments concerning accounting estimates that the 
auditor considers unreasonable or the selection 
or application of accounting policies that the 
auditor considers inappropriate (judgmental 
misstatements). 
¢ the auditor's best estimate of misstatements in 
populations involving the projection of mis- 
statements identified in audit samples to the 
entire population from which the samples were 





24, Paragraph A3 of the clarified SAS Evaluation of Misstatements 
Identified During the Audit. 
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drawn (projected misstatements). 

In some cases involving accounting estimates, a mis- 
statement could arise as a result of a combination 
of these circumstances, making separate identifica- 
tion difficult or impossible. 

A125. Evaluating the reasonableness of accounting 
estimates and related disclosures included in the 
notes to the financial statements, whether required 
by the applicable financial reporting framework or 
disclosed voluntarily, involves essentially the same 
types of considerations applied when auditing an 
accounting estimate recognized in the financial 
statements. 


Written Representations 

A126. Part of the auditor's audit evidence includes 
obtaining representations from management about 
whether management believes significant assumptions 
used in making accounting estimates are reasonable. 
See the clarified SAS Written Representations.?° 


Communication With Those Charged with 
Governance 

A127. The clarified SAS The Auditor's Communication 
With Those Charged With Governance (Redrafted) 
addresses the auditor’s communications of certain 
matters related to the conduct of an audit to those 
charged with governance. The auditor is required by 
the clarified SAS The Auditor's Communication With 
Those Charged With Governance (Redrafted)** to com- 
municate the auditor’s views about the qualitative 
aspects of the entity’s significant accounting prac- 
tices, including accounting estimates, and, when 
applicable, is required to determine that those 
charged with governance are informed about the 
process used by management in formulating partic- 
ularly sensitive accounting estimates and about the 
basis for the auditor's conclusions regarding the rea- 
sonableness of those estimates. 


Disclosures Related to Accounting Estimates 


Disclosures in Accordance With the Applicable 

Financial Reporting Framework (Ref: par. 19) 

A128. The presentation of financial statements in 

accordance with the applicable financial reporting 

framework includes adequate disclosure of mate- 

rial matters. The applicable financial reporting 

framework may permit or prescribe disclosures 

related to accounting estimates, and some entities 

may disclose voluntarily additional information in 

the notes to the financial statements. These disclo- 

sures may include, for example 

¢ the assumptions used. 

¢ the method of estimation used, including any 
applicable model(s). 

e the basis for the selection of the method of esti- 
mation. 

¢ the effect of any changes to the method of esti- 
mation from the prior period. 

e the sources and implications of estimation 
uncertainty. 





25. Paragraph 17 of the clarified SAS Written Representations. 
26. Paragraph 12 of clarified SAS The Auditors Communication With 
Those Charged With Governance (Redrafted). 
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Such disclosures are relevant to users in understand- 
ing the accounting estimates recognized or disclosed 
in the financial statements, and sufficient appropri- 
ate audit evidence needs to be obtained about 
whether the disclosures are in accordance with the 
requirements of the applicable financial reporting 
framework. 

A129. In some cases, the applicable financial report- 

ing framework may require specific disclosures 

regarding uncertainties. For example, some finan- 

cial reporting frameworks prescribe the following: 

¢ The disclosure of key assumptions and other 
sources of estimation uncertainty that have a sig- 
nificant risk of causing a material adjustment to 
the carrying amounts of assets and liabilities. 
Such requirements may be described using 
terms such as key sources of estimation uncertain- 
ty or critical accounting estimates. 

¢ The disclosure of the range of possible outcomes 
and the assumptions used in determining the 
range. 

e The disclosure of information regarding the sig- 
nificance of fair value accounting estimates to 
the entity’s financial position and performance. 

* Qualitative disclosures, such as the exposures 
to risk and how they arise; the entity’s objec- 
tives, policies, and procedures for managing the 
risk; and the methods used to measure the risk, 
and any changes from the previous period of 
these qualitative concepts. 

* Quantitative disclosures, such as the extent to 
which the entity is exposed to risk, based on 
information provided internally to the entity’s 
key management personnel, including credit 
risk, liquidity risk, and market risk. 


Disclosures of Estimation Uncertainty for 
Accounting Estimates That Give Rise to 
Significant Risks (Ref: par. 20) 

A130. In relation to accounting estimates having 
significant risk, even when the disclosures are in 
accordance with the applicable financial reporting 
framework, the auditor may conclude that the dis- 
closure of estimation uncertainty is inadequate in 
light of the circumstances and facts involved. The 
auditor's evaluation of the adequacy of disclosure 
of estimation uncertainty increases in importance 
the greater the range of possible outcomes of the 
accounting estimate in relation to materiality (see 
the related discussion in paragraphs A98-A101). 
A131. In some cases, the auditor may consider it 
appropriate to encourage management to describe 
the circumstances relating to the estimation uncer- 
tainty in the notes to the financial statements. 
A132. The proposed SAS Modifications to the 
Opinion in the Independent Auditor's Report address- 
es the implications for the auditor’s opinion when 
the auditor believes that management's disclosure 
of estimation uncertainty in the financial statements 
is inadequate or misleading. 


Indicators of Possible Management Bias (Ref: 
par. 21) 

A133. During the audit, the auditor may become 
aware of judgments and decisions made by man- 


agement that give rise to indicators of possible man- 
agement bias (see paragraph AQ). Such indicators 
may affect the auditor's conclusion about whether 
the auditor’s risk assessment and related respons- 
es remain appropriate, and the auditor may need 
to consider the implications for the rest of the audit. 

Further, they may affect the auditor's evaluation of 

whether the financial statements as a whole are free 

from material misstatement, as discussed in the pro- 
posed SAS Forming an Opinion and Reporting on 

Financial Statements. 

A134. Examples of indicators of possible manage- 

ment bias with respect to accounting estimates 

include the following: 

e Changes in an accounting estimate, or the 
method for making it, when management has 
made a subjective assessment that there has 
been a change in circumstances 

e The use of an entity's own assumptions for fair 
value accounting estimates when they are incon- 
sistent with observable market assumptions 

¢ The selection or construction of significant 
assumptions that yields a point estimate favor- 
able for management objectives 

e The selection of a point estimate that may indi- 
cate a pattern of optimism or pessimism 


Documentation (Ref: par. 22) 

A135. Documentation of indicators of possible 
management bias identified during the audit assists 
the auditor in concluding whether the auditor’s risk 
assessment and related responses remain appropri- 
ate and in evaluating whether the financial state- 
ments as a whole are free from material 
misstatement. See paragraph A134 for examples of 
indicators of possible management bias. 


A136. 
EXHIBIT A: EXAMPLES OF 
ACCOUNTING ESTIMATES (Ref: par. 2) 
The following are examples of accounting estimates 
that are included in financial statements. The list is 
presented for information only. It should not be con- 
sidered all-inclusive. 
¢ Receivables 
— Uncollectible receivables 
— Allowance for loan losses 
— Valuation of long-term unconditional prom- 
ises to give 
¢ Inventories 
— Obsolete inventory 
— Net realizable value of inventories when 
future selling prices and future costs are 
involved 
— Losses on purchase commitments 
¢ Financial instruments 
— Valuation of securities 
— Probability of high correlation of a hedge 
— Sales of securities with puts and calls 
¢ Productive facilities, natural resources, and 
intangibles 
— Useful lives and residual values 
— Depreciation and amortization methods 
— Impairment analysis 
— Recoverability of costs 
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— Recoverable reserves 
e Accruals 
— Property and casualty insurance company 
loss reserves 
— Compensation in stock option plans and 
deferred plans 
— Warranty claims 
— Taxes on real and personal property 
— Renegotiation refunds 
— Actuarial assumptions in benefit costs 
e Revenues 
— Airline passenger revenue 
— Subscription income 
— Freight and cargo revenue 
— Dues income 
— Losses on sales contracts 
* Contracts 
— Revenue to be earned 
— Costs to be incurred 
— Percent of completion 
e Leases 
— Initial direct costs 
— Executory costs 
— Residual values 
° Litigation 
— Probability of loss 
— Amount of loss 
° Rates 
— Annual effective tax rate in interim report- 
ing 
— Imputed interest rates on receivables and 
payables 
— Gross profit rates under program method of 
accounting 
¢ Other 
— Losses and net realizable value on disposal 
of segment or restructuring of a business 
— Fair values in nonmonetary exchanges 
— Interim period costs in interim reporting 
— Current values in personal financial state- 
ments 


AS fe 

EXHIBIT B: COMPARISON OF 
STATEMENT ON AUDITING 
STANDARDS AUDITING ACCOUNTING 
ESTIMATES, INCLUDING FAIR VALUE 
ACCOUNTING ESTIMATES AND 
RELATED DISCLOSURES WITH 
INTERNATIONAL STANDARD ON 
AUDITING 540, AUDITING 
ACCOUNTING ESTIMATES, 
INCLUDING FAIR VALUE 
ACCOUNTING ESTIMATES, AND 
RELATED DISCLOSURES 
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This analysis was prepared by the Audit and 
Attest Standards staff to highlight differences 
between the Statement on Auditing Standards 
(SAS) Auditing Accounting Estimates, Including 
Fair Value Accounting Estimates and Related 
Disclosures and International Standard on 
Auditing (ISA) 540, Auditing Accounting 


Estimates, Including Fair Value Accounting 
Estimates, and Related Disclosures, and the 
rationale therefore. This analysis is not author- 
itative and is prepared for informational pur- 
poses only. It has not been acted on or reviewed 
by the Auditing Standards Board (ASB). 





The ASB has made various changes to the language 
throughout the SAS Auditing Accounting Estimates, 
Including Fair Value Accounting Estimates and Related 
Disclosures, in comparison with ISA 540. Such 
changes have been made to use terms applicable in 
the United States and to make the SAS easier to read 
and apply. The ASB believes that such changes will 
not create differences between the application of ISA 
540 and the application of the SAS, 


Written Representations 

Paragraph 22 of ISA 540 requires the auditor to 
obtain written representations from management 
and, when appropriate, those charged with gover- 
nance about whether management and, when 
appropriate, those charged with governance believe 
significant assumptions used in making accounting 
estimates are reasonable. The ASB believes this 
requirement is more appropriately placed in the 
clarified SAS Written Representations. The placement 
of this requirement does not create a difference 
between the ISAs as a whole and auditing standards 
generally accepted in the United States as a whole. 


A138. 

CONFORMING AMENDMENT TO 
STATEMENT ON AUDITING 
STANDARDS THE AUDITOR’S 
COMMUNICATION WITH THOSE 
CHARGED WITH GOVERNANCE 
(REDRAFTED) 


REQUIREMENTS 

12. The auditor should communicate with those 
charged with governance (Ref: par. A23) 

a. the auditor’s views about qualitative aspects of 
the entity's significant accounting practices, includ- 
ing accounting policies, accounting estimates, and 
financial statement disclosures. When applicable, 
the auditor should (Ref: par A24-24a) 

i. explain to those charged with governance 
why the auditor considers a significant 
accounting practice that is acceptable under 
the applicable financial reporting frame- 
work not to be most appropriate to the par- 
ticular circumstances of the entity and 


ii. determine that those charged with gover- 
nance are informed about the process used 
by management in formulating particular- 





fair value estimates, and about the basis for, 


the auditor's conclusions regarding the rea-\ 
sonableness of those estimates. 


APPLICATION MATERIAL 
A24. Financial reporting frameworks ordinarily 
allow for the entity to make accounting estimates) 
and judgments about accounting policies and finan- 
cial statement disclosures. Open and constructive? 
communication about qualitative aspects of the enti-| 
ty’s significant accounting practices may include ' 
comment on the acceptability of significant account- - 
ing practices. Appendix A identifies matters that may ) 
be included in this communication. 


A24a. Certain accounting estimates are particu- |. 
larly sensitive because of their significance to the } 








financial statements and because of the possibili- | 


ty that future events affecting them may differ 
In communicating with those charged with gover- | 
nance about the process used by management in 
formulating particularly sensitive accounting esti- 
mates, including fair value estimates, and about 
the basis for the auditor’s conclusions regarding the | 
reasonableness of those estimates, the auditor may | 
consider communicating 

¢ the nature of significant assumptions, 

¢ the degree of subjectivity involved in the devel- 


opment of the assumptions. and 
* the relative materiality of the items being 


measured to the firancial statements as a 
whole. | 


Statement on Auditing Standards- 
Audit Evidence—Specific 
Considerations for Selected items 
Statement on Auditing Standards (SAS) Audit 
Evidence—Specific Considerations for Selected Items 
supersedes SAS No. 12, Inquiry of a Client’s Lawyer 
Concerning Litigation, Claims, and Assessments 
(AICPA, Professional Standards, vol. 1, AU sec. 3374 
AU sec. 337A, and AU sec. 337C); SAS No. 1, 
Codification of Auditing Standards and Procedures, sec- 
tion 331, Inventories (AICPA, Professional Standards, 
vol. 1, AU sec. 331); and SAS No. 92, Auditing 
Derivative Instruments, Hedging Activities, and 
Investments in Securities (AICPA, Professional 
Standards, vol. 1, AU sec. 332) 


The (SAS) Audit Evidence—Specific Considerations for 
Selected Items rescinds SAS No. 12 (AICPA, 
Professional Standards, vol. 1, AU sec. 337B), and 
SAS No. 1, section 901, Public Warehouses—Controls 
and Auditing Procedures for Goods Held (AICPA, 
Professional Standards, vol. 1, AU sec. 901) 
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Instruments/4—10 

Inventory/11~-15 

Litigation, Claims, and Assessments/16—24 

Segment Information/25 

Application and Other Explanatory Material 

Investments in Securities and Derivative 
Instruments/A1—A19 

Inventory/A20--A38 

Litigation, Claims, and Assessments/A39-—A65 

Segment Information/A66-A68 

Appendix A: Illustrative Audit Inquiry Letter 
to Legal Counsel/A69 

Exhibit A: American Bar Association 
Statement of Policy Regarding Lawyers’ 
Responses to Auditors’ Requests for 
Information/A70 

Exhibit B: Report of the Subcommittee on 
Audit Inquiry Responses/A71 

Exhibit C: Comparison of Statement on 
Auditing Standards Audit Evidence— 
Specific Considerations for Selected Items 
With International Standard on Auditing 
501, Audit Evidence—Specific 
Considerations for Selected Items/A72 


INTRODUCTION 

Scope of This Statement on Auditing 
Standards 

1. This Statement on Auditing Standards (SAS) 
addresses specific considerations by the auditor in 
obtaining sufficient appropriate audit evidence, in 
accordance with the clarified SAS Performing Audit 
Procedures in Response to Assessed Risks and 
Evaluating the Audit Evidence Obtained (Redrafted), 
the clarified SAS Audit Evidence (Redrafted), and 
other relevant SASs, regarding certain aspects of (a) 
investments in securities and derivative instruments; 
(b) inventory; (c) litigation, claims, and assessments 
involving the entity; and (d) segment information 
in an audit of financial staternents. 


Effective Date 

2. This SAS is effective for audits of financial state- 
ments for periods ending on or after December 15, 
2012, 


OBJECTIVE 

3. The auditor's objective is to obtain sufficient 

appropriate audit evidence regarding the 

a. valuation of investments in securities and deriv- 
ative instruments; 

b. existence and condition of inventory; 

c. completeness of litigation, claims, and assess- 
ments involving the entity; and 

d. presentation and disclosure of segment informa- 
tion, in accordance with the applicable finan- 
cial reporting framework. 


REQUIREMENTS 
Investments in Securities and Derivative 
Instruments (Ref: par. Al-A3) 


Investments in Securities When Valuations Are 
Based on the Investee’s Financial Results 
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(Excluding Investments Accounted for Using the 
Equity Method of Accounting) 
4. When investments in securities are valued based 
on an investee’s financial results, excluding invest- 
ments accounted for using the equity method of 
accounting, the auditor should obtain sufficient 
appropriate audit evidence in support of the investee’s 
financial results, as follows: (Ref: par. A4¢—A8) 

a. Obtain and read available financial statements 
of the investee and the accompanying audit 
report, if any, including determining whether 
the report of the other auditor is satisfactory for 
this purpose. 

b. If the investee’s financial statements are not 
audited, or if the audit report on such financial 
statements is not satisfactory to the auditor, 
apply, or request that the investor entity arrange 
with the investee to have another auditor apply, 
appropriate auditing procedures to such finan- 
cial statements, considering the materiality of 
the investment in relation to the financial state- 
ments of the investor entity. 

c. Ifthe carrying amount of the investment reflects 
factors that are not recognized in the investee’s 
financial statements or fair values of assets that 
are materially different from the investee’s car- 
rying amounts, obtain sufficient appropriate 
audit evidence in support of such amounts. 

d. Ifthe difference between the financial statement 
period of the entity and the investee has or could 
have a material effect on the entity’s financial 
statements, determine whether the entity’s man- 
agement has properly considered the lack of 
comparability and determine the effect, if any, 
on the auditor’s report. (Ref: par. A9) 

If the auditor is not able to obtain sufficient appro- 
priate audit evidence because of an inability to per- 
form one or more of the previous procedures, the 
auditor should determine the effect on the auditor's 
opinion, in accordance with the proposed SAS 
Modifications to the Opinion in the Independent 
Auditor's Report. 
5. With respect to subsequent events and transac- 
tions of the investee occurring after the date of the 
investee’s financial statements but before the date 
of the auditor's report, the auditor should obtain and 
read available interim financial statements of the 
investee and make appropriate inquiries of manage- 
ment of the investor to identify such events and 
transactions that may be material to the investor's 
financial statements and that may need to be rec- 
ognized or disclosed in the investor's financial state- 
ments. (Ref: par. Al0) 


Investments in Derivative Instruments and 

Securities Measured or Disclosed at Fair Value 

6. With respect to investments in derivative instru- 

ments and securities measured or disclosed at fair 

value, the auditor should 

a. determine whether the applicable financial 
reporting framework specifies the method to be 
used to determine the fair value of the entity’s 
derivative instruments and investments in secu- 
rities and 

b. evaluate whether the determination of fair value 


is consistent with the specified valuation 

method. (Ref: par. Al1—-A13) 
7. Ifestimates of fair value of derivative instruments 
or securities are obtained from broker-dealers or 
other third-party sources based on valuation mod- 
els, the auditor should understand the method used 
by the broker-dealer or other third-party source in 
developing the estimate and consider the applica- 
bility of the clarified SAS Audit Evidence (Redrafted). 
(Ref: par. Al4—A15) 
8. If derivative instruments or securities are valued 
by the entity using a valuation model, the auditor 
should obtain sufficient appropriate audit evidence 
supporting management's assertions about fair value 
determined using the model. (Ref: par. Al6) 


Impairment Losses 

9. The auditor should 

a. evaluate management’s conclusion (including 
the relevance of the information considered) 
about the need to recognize an impairment loss 
for a decline in a security's fair value below its 
cost or carrying amount and 

b. obtain sufficient appropriate audit evidence sup- 
porting the amount of any impairment adjust- 
ment recorded, including evaluating whether 
the requirements of the applicable financial 
reporting framework have been complied with. 
(Ref: par. Al7—A18) 


Unrealized Appreciation or Depreciation 

10. The auditor should obtain sufficient appropri- 
ate audit evidence about the amount of unrealized 
appreciation or depreciation in the fair value of a 
derivative that is recognized or that is disclosed 
because of the ineffectiveness of a hedge, including 
evaluating whether the requirements of the appli- 
cable financial reporting framework have been com- 
plied with. (Ref: par. A19) 


Inventory 

11. If inventory is material to the financial state- 

ments, the auditor should obtain sufficient appro- 

priate audit evidence regarding the existence and 

condition of inventory’ by ' 

a. attending physical inventory counting, unless 
impracticable, to (Ref: par. A20-A22) 

i. evaluate management’s instructions and 
procedures for recording and controlling the 
results of the entity's physical inventory 
counting, (Ref: par. A23) 

ii. observe the performance of management’s 
count procedures, (Ref: par. A24) 

iii. inspect the inventory, and (Ref: par. A25) 

iv. perform test counts and (Ref: par. A26) 

b. performing audit procedures over the entity’s 


1. See paragraph 8 of the clarified Statement on Auditing Standards 
(SAS) Audit Evidence (Redrafted), which addresses management's 
specialists. (See the proposed SAS Using the Work of an Auditor's Spe- 
cialist, which contains a conforming amendment to the clarified SAS 
Audit Evidence (Redrafted). The purpose of the conforming amend- 
ment is to include the requirements and guidance related to man- 
agement’s specialists in the clarified SAS Audit Evidence (Redrafted).) 
2. The clarified SAS Performing Audit Procedures in Response to As- 
sessed Risks and Evaluating the Audit Evidence Obtained (Redrafted) ad- 
dresses the auditor's procedures to respond to the assessed risks of 
material misstatements at the relevant assertion level. 





www.journalofaccountancy.com 


March 2011 Journal of Accountancy 89 





Store 


Brought to you by CPA2Biz 





AICPA National Conference on Employee Benefit Plans 


May 2-4, 2011 | Aria Resort & Casino, Las Vegas, NV 


Workshops: Sunday, May ‘st, 2011 


Led by the industry's leading experts, including the Department of Labor and IRS 
representatives, this event will provide the information you need to perform high-quality 
employee benefit plan audits and provide up-to-date tax guidance. 





Keynote speakers: 
e Phyllis C. Borzi, Assistant Secretary of Labor, Employee Benefits Security 
Administration (invited) 
e Peter Sheahan, Bestselling Author and CEO of ChangeLabs™ 


e David Walker, Founder, President & CEO, Comeback America Initiative; 
Former Comptroller General of the U.S. 


Highlights include an extensive selection of sessions including: 


e A Word from the Government: e 403(b) Regulatory Issues: What We 
A Policy Update Learned in Year One! 

e Audit Guide Overhaul-lmpact of ¢ Fraud War Stories 
Healthcare Reform on EBEs - © Retirement Plan Contribution 

e Advanced Form 5500 & Benefit Limits 

¢ Tax Compliance Case studies ¢ IRS Fix-It Guide: How to Comply 





AICPA Conference on Tax Strategies for the High-Income Individual 


hon eae 





May 5-6, 2011 | Bellagio, Las Vegas, NV 
Workshops: Wednesday, May 4, 2011 


Obtain up-to-the-minute tax strategies and solutions to successfully manage your high-income 
clients’ planning needs. 


With questions on current tax laws and regulations continuing, you need to be prepared to 
offer the latest advice to your clients. What changes are coming from Congress? How do these 


changes affect your clients? 


Now in its 25th year, this two-day conference is tailored to cover any late-breaking 
developments and hot-button issues, including Congressional sessions dealing with the expiring 
tax provisions or post-election updates. 


Topics include: 


e Estate and Income Tax Updates e Navigating Healthcare Reform 
e IRS & Tax Practitioners ¢ Planning with S Corps, Partnerships 
and LLCs . 


© Best Tax Ideas 


° Preparing High-Income Clients for e “Shark-Fin” CLATs 


Retirement 





Learn more or to register | cpa2biz.com/conferences | 888.777.7077 





Download the 20II Conference Calendar today! 
cpa2biz.com/conferences 





AICPA Employee Benefit Plan Audit Workshops 
tor Defined Benefit and Defined Contribution Plans 









March 28-29, 2011 | AICPA Boardroom, New York, NY 


Also: 
| June 6-7, 2011 | Colorado State Society, Denver, CO 





AICPA National Not-for-Profit Industry Conference 


June 9-10, 2011 | Marriott Wardman Park, Washington, DC 
Workshops: Wednesday, June 8, 2011 


AICPA/Export Assist, Inc. — Workshop on Export Tax Benefits 


| June 9-10, 2011 | AICPA Offices, Lewisville, TX 





» June 13-15, 2011 I Aria Resort & Casino, Las Vegas, NV 
Workshops: Sunday, June 12, 2011 





AICPA National Tax Education Program (Weeks 1-4) 


Wyndham Lisle Chicago Hotel and Executive Meeting Center, Lisle (Chicago), IL 


Week 1: June 13-17, 2011 Week 3: July 11-15, 2011 
Week 2: June 20-24, 2011 Week 4: July 18-22, 2011 








Learn more or to register | cpa2biz.com/conferences | 888.777.7077 


final inventory records to determine whether 
they accurately reflect actual inventory count 
results. (Ref: par. A27—A30) 

12. If physical inventory counting is conducted at 
a date other than the date of the financial statements, 
the auditor should, in addition to the procedures 
required by paragraph 11, perform audit procedures 
to obtain audit evidence about whether changes in 
inventory between the count date and the date of 
the financial statements are recorded properly. (Ref: 
par. A31—A33) 

13. If the auditor is unable to attend physical inven- 

tory counting due to unforeseen circumstances, the 

auditor should make or observe some physical 
counts on an alternative date and perform audit pro- 
cedures on intervening transactions. 

14. If attendance at physical inventory counting is 

impracticable, the auditor should perform alterna- 

tive audit procedures to obtain sufficient appropri- 
ate audit evidence regarding the existence and 
condition of inventory. If it is not possible to do so, 
the auditor should modify the opinion in the audi- 
tor’s report, in accordance with the proposed SAS 

Modifications to the Opinion in the Independent 

Auditor's Report. (Ref: par. A34—A36) 

15. If inventory under the custody and control of 

a third party is material to the financial statements, 

the auditor should obtain sufficient appropriate 

audit evidence regarding the existence and condi- 
tion of that inventory by performing one or both 
of the following: 

a. Request confirmation from the third party 
regarding the quantities and condition of inven- 
tory held on behalf of the entity (Ref: par. A37) 

b. Perform inspection or other audit procedures 
appropriate in the circumstances (Ref: par. A38) 


Litigation, Claims, and Assessments 

16. The auditor should design and perform audit 

procedures to identify litigation, claims, and assess- 

ments involving the entity that may give rise to a 

risk of material misstatement, including (Ref: par. 

A39-A45) 

a. inquiring of management and, when applicable, 
others within the entity, including in-house legal 
counsel; 

b. obtaining from management a description and 
evaluation of litigation, claims, and assessments 
that existed at the date of the financial state- 
ments being reported on and during the peri- 
od from the date of the financial statements to 
the date the information is furnished, includ- 
ing an identification of those matters referred to 
legal counsel;? 

c. reviewing minutes of meetings of those charged 
with governance; documents obtained from 
management concerning litigation, claims, and 
assessments; and correspondence between the 
entity and its external legal counsel; and 

d. reviewing legal expense accounts and invoices 
from the external legal counsel. 

17. For actual or potential litigation, claims, and 


3. For purposes of this SAS, the term legal counsel refers to the enti- 
ty’s in-house legal counsel and external legal counsel. 
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assessments identified based on the audit proce- 

dures required in paragraph 16, the auditor should 

obtain audit evidence relevant to the following fac- 

tors: 

a. The period in which the underlying cause for 
legal action occurred 

b. The degree of probability of an unfavorable out- 
come 

c. The amount or range of potential loss 


Communication With the Entity’s Legal Counsel 
18. Unless the audit procedures required by para- 
graph 16 indicate that no actual or potential litiga- 
tion, claims, or assessments that may give rise to a 
risk of material misstatement exist, the auditor 
should, in addition to the procedures required by 
other SASs, seek direct communication with the 
entity’s external legal counsel. The auditor should 
do so through a letter of inquiry prepared by man- 
agement and sent by the auditor requesting the enti- 
ty’s external legal counsel to communicate directly 
with the auditor. (Ref: par. A40, A46-A63) 
19. In addition to the direct communications with 
the entity’s external legal counsel referred to in para- 
graph 18, the auditor should, in cases when the 
entity’s in-house legal counsel has the responsibil- 
ity for the entity’s litigation, claims, and assessments, 
seek direct communication with the entity's in- 
house legal counsel through a letter of inquiry sim- 
ilar to the letter referred to in paragraph 18. Audit 
evidence obtained from in-house legal counsel in 
this manner is not, however, a substitute for the 
auditor seeking direct communication with the enti- 
ty’s external legal counsel, as described in paragraph 
18. (Ref: par. A64) 
20. The auditor should document the basis for any 
determination not to seek direct communication 
with the entity’s legal counsel, as required by para- 
graphs 18-19. 
21. The auditor should request management to 
authorize the entity’s legal counsel to discuss appli- 
cable matters with the auditor. 
22. As described in paragraphs 18-19, the auditor 
should request, through letter(s) of inquiry, the enti- 
ty’s legal counsel to inform the auditor of any liti- 
gation, claims, assessments, and unasserted claims 
that the counsel is aware of, together with an assess- 
ment of the outcome of the litigation, claims, and 
assessments, and an estimate of the financial impli- 
cations, including costs involved. Each letter of 
inquiry should include, but not be limited to, the 
following matters: (Ref: par. A69) 
a. Identification of the entity, including sub- 
sidiaries, and the date of the audit 
b. Alist prepared by management (or a request by 
management that the legal counsel prepare a 
list) that describes and evaluates pending or 
threatened litigation, claims, and assessments 
with respect to which the legal counsel has been 
engaged and to which the legal counsel has 
devoted substantive attention on behalf of the 
company in the form of legal consultation or 
representation 
c. A list prepared by management that describes 
and evaluates unasserted claims and assess- 





ments that management considers to be prob- 

able of assertion and that, if asserted, would 

have at least a reasonable possibility of an unfa- 
vorable outcome with respect to which the legal 
counsel has been engaged and to which the legal 
counsel has devoted substantive attention on 
behalf of the entity in the form of legal consul- 
tation or representation 

d. Regarding each matter listed in item (b), a 
request that the legal counsel either provide the 
following information or comment on those 
matters on which the legal counsel’s views may 
differ from those stated by management, as 

“appropriate: 

i. A description of the nature of the matter, the 
progress of the case to date, and the action 
that the entity intends to take (for example, 
to contest the matter vigorously or to seek 
an out-of-court settiement) 

ii. An evaluation of the likelihood of an unfa- 
vorable outcome and an estimate, if one can 
be made, of the amount or range of poten- 
tial loss (Ref: par. A65) 

iii. With respect to a list prepared by manage- 
ment (or by the legal counsel at manage- 
ment’s request), an identification of the 
omission of any pending or threatened lit- 
igation, claims, and assessments or a state- 
ment that the list of such matters is complete 

e. Regarding each matter listed in item (c), a 
request that the legal counsel comment on those 
matters on which the legal counsel’s views con- 
ceming the description or evaluation of the mat- 
ter may differ from those stated by management 


f. Astatement that management understands that 


whenever, in the course of performing legal 
services for the entity with respect to a matter 
recognized to involve an unasserted possible 
claim or assessment that may call for financial 
statement disclosure, the legal counsel has 
formed a professional conclusion that the enti- 
ty should disclose or consider disclosure con- 
cerning such possible claim or assessment, the 
legal counsel, as a matter of professional respon- 
sibility to the entity, will so advise the entity and 
will consult with the entity concerning the ques- 
tion of such disclosure and the requirements of 
the applicable financial reporting framework 
(for example, the requirements of Financial 
Accounting Standards Board (FASB) Accounting 
Standards Codification (ASC) 450, Contingencies) 


g. Arequest that the legal counsel confirm whether 


the understanding described in item (f) is cor- 
rect 
h. A request that the legal counsel specifically iden- 
tify the nature of, and reasons for, any limita- 
tion on the response 
i. Arequest that the legal counsel specify the effec- 
tive date of the response 
23. When the auditor is aware that an entity has 
changed legal counsel or that the legal counsel pre- 
viously engaged by the entity has resigned, the audi- 
tor should consider making inquiries of management 
or others about the reasons such legal counsel is no 
longer associated with the entity. (Ref: par. A55) 
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24. The auditor should modify the opinion in the 
auditor's report, in accordance with the proposed 
SAS Forming an Opinion and Reporting on Financial 
Statements,’ if (Ref: par. A56—A65) 

a. the entity's legal counsel refuses to respond 
appropriately to the letter of inquiry and the 
auditor is unable to obtain sufficient appropri- 
ate audit evidence by performing alternative 
audit procedures or 

b. management refuses to give the auditor permis- 
sion to communicate or meet with the entity’s 
external legal counsel. 


Segment Information 

25. The auditor should obtain sufficient appropri- 

ate audit evidence regarding the presentation and 

disclosure of segment information, in accordance 
with the applicable financial reporting framework, 
by (Ref: par. A66—A67) 

a. obtaining an understanding of the methods 
used by management in determining segment 
information and (Ref: par. A68) 

i. evaluating whether such methods are like- 
ly to result in disclosure in accordance with 
the applicable financial reporting frame- 
work and 

ii. when appropriate, testing the application of 
such methods and 

b. performing analytical procedures or other audit 
procedures appropriate in the circumstances. 


KK 


APPLICATION AND OTHER 
EXPLANATORY MATERIAL 

Investments in Securities and Derivative 
Instruments (Ref: par. 4-10) 

Al. Evaluating audit evidence for assertions about 
investments in securities and derivative instruments 
may involve professional judgment because the 
assertions, especially those about valuation, are 
based on highly subjective assumptions or are par- 
ticularly sensitive to changes in the underlying cir- 
cumstances. Valuation assertions may be based on 
assumptions about the occurrence of future events 
for which expectations are difficult to develop or on 
assumptions about conditions expected to exist over 
a long period (for example, default rates or prepay- 
ment rates). Accordingly, competent persons could 
reach different conclusions about estimates of fair 
values or estimates of ranges of fair values. 
Professional judgment also may be necessary when 
evaluating audit evidence for assertions based on 
features of the security or derivative and the require- 
ments of the applicable financial reporting frame- 
work, including underlying criteria for hedge 
accounting, which are extremely complex. For 
example, determining the fair value of a structured 
note may require consideration of a variety of fea- 
tures of the note that react differently to changes in 
economic conditions. In addition, one or more 
other derivatives may be designated to hedge 


4, Paragraph 21 of the proposed SAS Forming an Opinion and Report- 
ing on Financial Statements. 
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changes in cash flows under the note. Evaluating 
audit evidence about the fair value of the note, the 
determination of whether the hedge is highly effec- 
tive, and the allocation of changes in fair value to 
earnings and other comprehensive income requires 
professional judgment. 

A2. This SAS addresses only certain specific aspects 
relating to auditing valuation of investments in secu- 
rities and derivative instruments. The clarified SAS 
Auditing Accounting Estimates, Including Fair Value 
Accounting Estimates and Related Disclosures address- 
es the auditor's responsibilities relating to account- 
ing estimates, including fair value accounting 
estimates and related disclosures in an audit of 
financial statements. The Audit Guide Auditing 
Derivative Instruments, Hedging Activities, and 
Investments in Securities provides additional and 
more detailed guidance to auditors related to plan- 
ning and performing auditing procedures for asser- 
tions about derivative instruments, hedging 
activities, and investments in securities. 


Investments in Securities When Valuations Are 
Based on Cost 

A3. Procedures to obtain evidence about the valu- 
ation of securities that are recorded at cost may 
include inspection of documentation of the pur- 
chase price, confirmation with the issuer or hold- 
er, and testing discount or premium amortization 
either by recomputation or through the use of ana- 
lytical procedures. 


Investments in Securities When Valuations Are 
Based on the Investee’s Financial Results 
(Excluding Investments Accounted for Using the 
Equity Method of Accounting) (Ref: par. 4—5) 

A4. The proposed SAS Special Considerations— 
Audits of Group Financial Statements (Including the 
Work of Component Auditors) addresses auditing 
investments accounted for using the equity method 
of accounting. 

A5. For valuations based on an investee’s financial 
results (excluding investments accounted for using 
the equity method of accounting), obtaining and 
reading the financial statements of the investee that 
have been audited by an auditor whose report is 
satisfactory may be sufficient for the purpose of 
obtaining sufficient appropriate audit evidence. In 
determining whether the report of another audi- 
tor is satisfactory, the auditor may perform proce- 
dures such as making inquiries regarding the 
professional reputation and standing of the other 
auditor, visiting the other auditor, discussing the 
audit procedures followed and the results thereof, 
and reviewing the audit plan and audit documen- 
tation of the other auditor. 

A6. After obtaining and reading the audited finan- 
cial statements of an investee, the auditor may con- 
clude that additional audit procedures are necessary 
to obtain sufficient appropriate audit evidence. For 
example, the auditor may conclude that addition- 
al audit evidence is needed because of significant 
differences in fiscal year-ends, significant differences 
in accounting principles, changes in ownership, or 
the significance of the investment to the investor's 


financial position or results of operations. Examples 
of procedures that the auditor may perform are 
reviewing information in the investor’s files that 
relates to the investee, such as investee minutes and 
budgets, and investee cash flow information and 
making inquiries of investor management about the 
investee’s financial results. 
AT. The auditor may need to obtain evidence relat- 
ing to transactions between the entity and investee 
to evaluate 
a. the propriety of the elimination of unrealized 
profits and losses on transactions between the 
entity and investee, if applicable, and 
b. the adequacy of disclosures about material relat- 
ed-party transactions or relationships. 
A8. The clarified SAS Auditing Accounting Estimates, 
Including Fair Value Accounting Estimates and Related 
Disclosures and paragraphs 6-8 of this SAS address 
auditing fair value accounting estimates. The Audit 
Guide Auditing Derivative Instruments, Hedging 
Activities, and Investments in Securities also provides 
guidance on audit evidence that may be relevant to 
the fair value of derivative instruments and securi- 
ties and on procedures that may be performed by 
the auditor to evaluate management's consideration 
of the need to recognize impairment losses. 
A9. The date of the investor's financial statements 
and those of the investee may be different. If the dif- 
ference between the date of the entity’s financial 
statements and those of the investee has or could 
have a material effect on the entity’s financial state- 
ments, the auditor is required, in accordance with 
paragraph 4(d), to determine whether the entity’s 
management has properly considered the lack of 
comparability. The effect may be material, for exam- 
ple, because the difference between the financial 
statement period ends of the entity and investee is 
not consistent with the prior period in comparative 
statements or because a significant transaction 
occurred during the time period between the finan- 
cial statement period end of the entity and investee. 
If a change in the difference between the financial 
statement period end of the entity and investee has 
a material effect on the investor's financial state- 
ments, the auditor may be required, in accordance 
with the proposed SAS Consistency of Financial 
Statements, to add an emphasis of matter paragraph 
to the auditor’s report because the comparability of 
financial statements between periods has been mate- 
rially affected by a change in reporting period. 
Al0. The clarified SAS Subsequent Events and 
Subsequently Discovered Facts addresses the auditor’s 
responsibilities relating to subsequent events and 
subsequently discovered facts in an audit of finan- 
cial statements. 


Investments in Derivative Instruments and Securities 

Measured or Disclosed at Fair Value (Ref: par. 6-8) 

All. The method for determining fair value may 
be specified by the applicable financial reporting 
framework and may vary depending on the indus- 
try in which the entity operates or the nature of the 
entity. Such differences may relate to the consider- 
ation of price quotations from inactive markets and 
significant liquidity discounts, control premiums, 
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and commissions and other costs that would be 
incurred to dispose of the derivative instrument or 
security. 

A12. If the determination of fair value requires the 
use of accounting estimates, see the clarified SAS 
Auditing Accounting Estimates, Including Fair Value 
Accounting Estimates and Related Disclosures, which 
addresses auditing fair value accounting estimates, 
including requirements and guidance relating to the 
auditor's understanding of the applicable financial 
reporting framework relevant to accounting esti- 
mates and the method used in making the estimate? 
and the auditor's determination of whether manage- 
ment has appropriately applied the requirements of 
the applicable financial reporting framework rele- 
vant to the accounting estimate.° The Audit Guide 
Auditing Derivative Instruments, Hedging Activities, 
and Investments in Securities also provides guidance 
on audit evidence that may be relevant to the fair 
value of derivative instruments and investments in 
securities. 

A13. Quoted market prices for derivative instru- 
ments and securities listed on national exchanges 
or over-the-counter markets are available from 
sources such as financial publications, the 
exchanges, NASDAQ, or pricing services based on 
sources such as those. Quoted market prices 
obtained from those sources generally provide suf- 
ficient evidence of the fair value of the derivative 
instruments and securities. 

A14. For certain other derivative instruments and 
securities, quoted market prices may be obtained 
from broker-dealers who are market makers in them 
or through the National Quotation Bureau. 
However, using such a price quote to test valuation 
assertions may require special knowledge to under- 
stand the circumstances in which the quote was 
developed. For example, quotations published by 
the National Quotation Bureau may not be based 
on recent trades and may be only an indication of 
interest and not an actual price for which a coun- 
terparty will purchase or sell the underlying deriv- 
ative instrument or security. 

A15. If quoted market prices are not available for 
the derivative instrument or security, estimates of 
fair value frequently may be obtained from broker- 
dealers or other third-party sources, based on pro- 
prietary valuation models, or from the entity, based 
on internally or externally developed valuation 
models (for example, the Black-Scholes option pric- 
ing model). Understanding the method used by the 
broker-dealer or other third-party source in devel- 
oping the estimate may include, for example, under- 
standing whether a pricing model or cash flow 
projection was used. The auditor also may deter- 
mine that it is necessary to obtain estimates from 
more than one pricing source. For example, this 
may be appropriate if either of the following occurs: 
¢ The pricing source has a relationship with an 


5. Paragraphs 8(a), 8(c), Al2-A14, and A23-A25 of the clarified SAS 
Auditing Accounting Estimates, Including Fair Value Accounting Estimates 
and Related Disclosures. 

6. Paragraphs 12(a) and A53-A5/of the clarified SAS Auditing Ac- 
counting Estimates, Including Fair Value Accounting Estimates and Relat- 
ed Disclosures 
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entity that might impair its objectivity, such as 
an affiliate or a counterparty involved in selling 
or structuring the product. 
¢ The valuation is based on assumptions that are 
highly subjective or particularly sensitive to 
changes in the underlying circumstances. 
See also the clarified SAS Auditing Accounting 
Estimates, Including Fair Value Accounting Estimates 
and Related Disclosures.’ 
A16. Examples of valuation models include the 
present value of expected future cash flows, option- 
pricing models, matrix pricing, option-adjusted 
spread models, and fundamental analysis. Refer to 
the clarified SAS Auditing Accounting Estimates, 
Including Fair Value Accounting Estimates and Related 
Disclosures for the auditor's procedures to obtain evi- 
dence supporting management's assertions about 
fair value that are determined using a valuation 
model. 


Impairment Losses (Ref: par. 9) 

A17. Regardless of the valuation method used, the 
applicable financial reporting framework might 
require recognizing, in earnings or other compre- 
hensive income, an impairment loss for a decline 
in fair value that is other than temporary. 
Determinations of whether losses are other than 
temporary may involve estimating the outcome of 
future events and making judgments in determin- 
ing whether factors exist that indicate that an 
impairment loss has been incurred at the end of the 
reporting period. These judgments are based on 
subjective as well as objective factors, including 
knowledge and experience about past and current 
events and assumptions about future events. The 
following are examples of such factors: 

¢ Fair value is significantly below cost or carry- 

ing value and 

— the decline is attributable to adverse condi- 
tions specifically related to the security or 
specific conditions in an industry or a geo- 
graphic area. 

— the decline has existed for an extended peri- 
od of time. 

— for an equity security, management has the 
intent to sell the security or it is more like- 
ly than not that it will be required to sell the 
security before recovery. 

— for a debt security, management has the 
intent to sell the security or it is more like- 
ly than not it will be required to sell the 
security before the security’s anticipated 
recovery of its amortized cost basis (for 
example, if the entity’s cash or working cap- 
ital requirements or contractual or regula- 
tory obligations indicate that the debt 
security will be required to be sold before 
the forecasted recovery occurs). 

¢ The security has been downgraded by a rating 
agency. 

¢ The financial condition of the issuer has dete- 
riorated. 


7. Paragraphs A68-A89 of the clarified SAS Auditing Accounting 
Estimates, Including Fair Value Accounting Estimates and Related Dis- 
closures. 





* Dividends have been reduced or eliminated or 
scheduled interest payments have not been 
made. 

* The entity recorded losses from the security sub- 
sequent to the end of the reporting period. 
A18. Evaluating the relevance of the information 
considered may include obtaining evidence about 
factors such as those referred to in paragraph Al7 
that tend to corroborate or conflict with manage- 

ment’s conclusions. 


Unrealized Appreciation or Depreciation (Ref: 
par. 10) 

A19. Obtaining audit evidence about the amount 
of unrealized appreciation or depreciation in the fair 
value of a derivative that is recognized or that is dis- 
closed because of the ineffectiveness of a hedge may 
include understanding the methods used to deter- 
mine whether the hedge is highly effective and to 
determine the ineffective portion of the hedge. 


Inventory 


Attendance at Physical Inventory Counting (Ref: 
par. 11(a)) 
A20. Management ordinarily establishes proce- 
dures under which inventory is physically count- 
ed at least once per year to serve as a basis for the 
preparation of the financial statements and, if appli- 
cable, to ascertain the reliability of the entity's per- 
petual inventory system. 

A21. Attendance at physical inventory counting 

involves 

* inspecting the inventory to ascertain its exis- 
tence and evaluate its condition and perform- 
ing test counts, 

° observing compliance with management's 
instructions and the performance of procedures 
for recording and controlling the results of the 
physical inventory count, and 

¢ obtaining audit evidence about the reliability of 
management’s count procedures. 

These procedures may serve as tests of controls or 

substantive procedures, or both, depending on the 

auditor's risk assessment, planned approach, and 
the specific procedures carried out. 

A22. Matters relevant in planning attendance at 

physical inventory counting (or in designing and 

performing audit procedures pursuant to para- 
graphs 11—15 of this SAS) include, for example, the 


following: 
e The risks of material misstatement related to 
inventory. 


¢ The control risk related to inventory. 

¢ Whether adequate procedures are expected to 
be established and proper instructions issued for 
physical inventory counting. 

¢ The timing of physical inventory counting. 

¢ Whether the entity maintains a perpetual inven- 
tory system. 

* The locations at which inventory is held, includ- 
ing the materiality of the inventory and the risks 
of material misstatement at different locations, in 
deciding at which locations attendance is appro- 
priate. The proposed SAS Special Considerations— 
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Audits of Group Financial Statements (Including the 
Work of. Component Auditors) addresses the 
involvement of component auditors and, accord- 
ingly, may be relevant if such involvement is with 
regard to attendance of physical inventory count- 
ing at a remote location. 

¢ Whether the assistance of an auditor's special- 
ist is needed. The proposed SAS Using the Work 
of an Auditor's Specialist addresses the use of an 
auditor’s specialist to assist the auditor in obtain- 
ing sufficient appropriate audit evidence. 


Evaluate Management’ Instructions and Procedures 
(Ref: par. 11(a)()) 
A23. Matters relevant in evaluating management’s 
instructions and procedures for recording and con- 
trolling the physical inventory counting include 
whether they address, for example, the following: 
¢ The application of appropriate control activities 
(for example, the collection of used physical 
inventory count records, accounting for unused 
physical inventory count records, and count and 
recount procedures) 
¢ The accurate identification of the stage of com- 
pletion of work in progress; slow moving, obso- 
lete, or damaged items; and inventory owned 
by a third party (for example, on consignment) 
e The procedures used to estimate physical quan- 
tities, when applicable, such as may be needed 
in estimating the physical quantity of a coal pile 
* Control over the movement of inventory 
between areas and the shipping and receipt of 
inventory before and after the cutoff date 


Observe the Performance of Management's Count 
Procedures (Ref: par. 11(a)(ii)) 

A24. Observing the performance of management’s 
count procedures (for example, those relating to 
control over the movement of inventory before, dur- 
ing, and after the count) assists the auditor in 
obtaining audit evidence that management’s 
instructions and count procedures are designed and 
implemented adequately. In addition, the auditor 
may obtain copies of cutoff information, such as 
details of the movement of inventory, to assist the 
auditor in performing audit procedures over the 
accounting for such movements at a later date. 


Inspect the Inventory (Ref: par. 11(a)Gii)) 

A25. Inspecting inventory when attending physi- 
cal inventory counting assists the auditor in ascer- 
taining the existence of the inventory (though not 
necessarily its ownership) and in identifying obso- 
lete, damaged, or aging inventory. 


Perform Test Counts (Ref: par. 11(a)(iv)) 

A26. Performing test counts (for example, by trac- 
ing items selected from management's count records 
to the physical inventory and tracing items select- 
ed from the physical inventory to management's 
count records) provides audit evidence about the 
completeness and accuracy of those records. 
A27. In addition to recording the auditor’s test 
counts, obtaining copies of management's complet- 
ed physical inventory count records assists the 
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auditor in performing subsequent audit procedures 
to determine whether the entity’s final inventory 
records accurately reflect actual inventory count 
results. 


Use of Management’s Specialists 

A28. Management may engage specialists who have 
expertise in the taking of physical inventories to 
count, list, price, and subsequently compute the 
total dollar amount of inventory on hand at the date 
of the physical count. For example, entities such as 
retail stores, hospitals, and automobile dealers may 
use specialists in this manner. 

A29. An inventory count performed by an exter- 
nal inventory firm engaged as a management spe- 
cialist does not, by itself, provide the auditor with 
sufficient appropriate audit evidence. The auditor 
is required by the clarified SAS Audit Evidence 
(Redrafted)* to perform certain procedures if infor- 
mation to be used as audit evidence has been pre- 
pared using the work of a management’s specialist. 
The auditor may, for example, examine the special- 
ist’s program, observe its procedures and controls, 
make or observe some physical counts of the inven- 
tory, recompute calculations of the submitted inven- 
tory on a test basis, and apply appropriate tests to 
the intervening transactions. 

A30. Although the auditor may adjust the extent 
of the work on the physical count of inventory 
because of the work of management's specialist, any 
restriction imposed on the auditor such that the 
auditor is unable to perform the procedures that the 
auditor considers necessary is a scope limitation. In 
such cases, the proposed SAS Modifications to the 
Opinion in the Independent Auditor's Report requires 
the auditor to modify the opinion in the auditor's 
report as a result of the scope limitation. 


Physical Inventory Counting Conducted Other 
Than at the Date of the Financial Statements 
(Ref: par. 12) 

A31. For practical reasons, the physical inventory 
counting may be conducted at a date, or dates, other 
than the date of the financial statements. This may 
be done irrespective of whether management deter- 
mines inventory quantities by an annual physical 
inventory counting or maintains a perpetual inven- 
tory system. In either case, the effectiveness of the 
design, implementation, and maintenance of con- 
trols over changes in inventory determines whether 
the conduct of physical inventory counting at a date 
(or dates) other than the date of the financial state- 
ments is appropriate for audit purposes. The clar- 
ified SAS Performing Audit Procedures in Response to 
Assessed Risks and Evaluating the Audit Evidence 
Obtained (Redrafted) addresses substantive proce- 
dures performed at an interim date. 

A32. When a perpetual inventory system is main- 
tained, management may perform physical counts or 
other tests to ascertain the reliability of inventory 
quantity information included in the entity’s perpet- 
ual inventory records. In some cases, management 
or the auditor may identify differences between the 





8. See footnote 2. 


perpetual inventory records and actual physical 

inventory quantities on hand; this may indicate that 

the controls over changes in inventory are not oper- 

ating effectively. 

A33. Relevant matters for consideration when 

designing audit procedures to obtain audit evidence 

about whether changes in inventory amounts 

between the count date, or dates, and the final 

inventory records are recorded properly include the 

following: 

¢ Whether the perpetual inventory records are 
properly adjusted 

e Reliability of the entity’s perpetual inventory 
records 

e Reasons for significant differences between the 
information obtained during the physical count 
and the perpetual inventory records 


Attendance at Physical Inventory Counting Is 
Impracticable (Ref: par. 14) 

A34. In some cases, attendance at physical inven- 
tory counting may be impracticable. This may be 
due to factors such as the nature and location of the 
inventory (for example, when inventory is held in 
a location that may pose threats to the safety of the 
auditor). The matter of general inconvenience to the 
auditor, however, is not sufficient to support a deci- 
sion by the auditor that attendance is impractica- 
ble. Further, as explained in the clarified SAS Overall 
Objectives of the Independent Auditor and the Conduct 
of an Audit in Accordance With Generally Accepted 
Auditing Standards, the matter of difficulty, time, or 
cost involved is not, in itself, a valid basis for the 
auditor to omit an audit procedure for which no 
alternative exists or to be satisfied with audit evi- 
dence that is less than persuasive. 

A35. In some cases, when attendance is impracti- 
cable, alternative audit procedures (for example, 
observing a current physical inventory count and 
reconciling it to the opening inventory quantities 
or inspection of documentation of the subsequent 
sale of specific inventory items acquired or pur- 
chased prior to the physical inventory counting) 
may provide sufficient appropriate audit evidence 
about the existence and condition of inventory. If 
the audit covers the current period and one or more 
periods for which the auditor had not observed or 
made some physical counts of prior inventories, 
alternative audit procedures, such as tests of prior 
transactions or reviews of the records of prior 
counts, may provide sufficient appropriate audit evi- 
dence about the prior inventories. The effectiveness 
of the alternative procedures that an auditor may 
perform is affected by the length of the period that 
the alternative procedures cover. 

A36. In other cases, however, it may not be possi- 
ble to obtain sufficient appropriate audit evidence 
regarding the existence and condition of inventory 
by performing alternative audit procedures. In such 
cases, the proposed SAS Modifications to the Opinion 
in the Independent Auditor’s Report requires the audi- 
tor to modify the opinion in the auditor's report as 
a result of the scope limitation. In addition, the clar- 
ified SAS Opening Balances—Initial Audit Engage- 
ments, Including Reaudit Engagements addresses the 
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auditor's procedures regarding inventory opening 
balances in initial audit engagements.° 


Inventory Under the Custody and Control of a 
Third Party 


Confirmation (Ref: par. 15(a)) 
A37. The clarified SAS External Confirmations 
addresses external confirmation procedures. 


Other Audit Procedures (Ref: par. 15(b)) 

A38. Depending on the circumstances (for exam- 

ple, when information is obtained that raises doubt 

about the integrity and objectivity of the third 
party), the auditor may consider it appropriate to 
perform other audit procedures instead of, or in 
addition to, confirmation with the third party. 

Examples of other audit procedures include the fol- 

lowing: 

e Attending, or arranging for another auditor to 
attend, the third party’s physical counting of 
inventory, if practicable 

¢ Obtaining another auditor’s report on the ade- 
quacy of the third party’s internal control for 
ensuring that inventory is properly counted and 
adequately safeguarded 

¢ Inspecting documentation regarding inventory 
held by third parties (for example, warehouse 
receipts) 

* Requesting confirmation from other parties 
when inventory has been pledged as collateral 


Litigation, Claims, and Assessments 


Completeness of Litigation, Claims, and 

Assessments (Ref: par. 16) 

A39. Litigation, claims, and assessments involving 

the entity may have a material effect on the finan- 

cial statements and, thus, may be required to be rec- 
ognized, measured, or disclosed in the financial 
statements. 

A40. Other legal matters involving the entity may 

not have a material effect on the entity’s financial 

statements and, accordingly, would not give rise to 
risks of material misstatement. Examples of such 
other legal matters may be 

* matters unrelated to actual or potential litiga- 
tion, claims, or assessments, such as consulting 
services related to real estate or potential merg- 
er and acquisition transactions; 

¢ matters in which the entity records indicate that 
management or the legal counsel has not devot- 
ed substantive attention to the matter; 

* matters in which the entity’s insurance cover- 
age exceeds the amount of the actual or poten- 
tial litigation, claim, or assessment sought 
against the entity; or 

¢ matters that are clearly trivial to the financial 
statements. 

A41. Management is responsible for adopting poli- 

cies and procedures to identify, evaluate, and 

account for litigation, claims, and assessments as a 


9. Paragraph A11 of the clarified SAS Opening Balances—Initial Audit 
Engagements, Including Reaudit Engagements. 
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basis for the preparation of financial statements, in 
accordance with the requirements of the applica- 
ble financial reporting framework. 
A42. Management is the primary source of infor- 
mation about events or conditions considered in the 
financial accounting for, and reporting of, litigation, 
claims, and assessments because these matters are 
within the direct knowledge and, often, control of 
management. Accordingly, the auditor’s procedures 
with respect to litigation, claims, and assessments 
include the following: 
¢ Making inquiries of management as required by 
paragraph 16(a), which may include a discus- 
sion about the policies and procedures adopt- 
ed for identifying, evaluating, and accounting 
for litigation, claims, and assessments involving 
the entity that may give rise to a risk of mate- 
rial misstatement 
¢ Obtaining written representations from manage- 
ment, in accordance with the clarified SAS 
Written Representations,” that all known actual 
or possible litigation, claims, and assessments 
whose effects should be considered when 
preparing the financial statements have been 
disclosed to the auditor and accounted for and 
disclosed in accordance with the applicable 
financial reporting framework 
A43. In addition to the procedures identified in 
paragraph 16, other relevant procedures include, for 
example, using information obtained through risk 
assessment procedures carried out as part of obtain- 
ing an understanding of the entity and its environ- 
ment to assist the auditor to become aware of 
litigation, claims, and assessments involving the 
entity. Examples of such procedures are as follows: 
e Reading minutes of meetings of stockholders; 
directors; governing bodies of governmental enti- 
ties; and appropriate committees held during, 
and subsequent to, the period being audited 
¢ Reading contracts, loan agreements, leases, cor- 
respondence from taxing or other governmen- 
tal agencies, and similar documents 
¢ Obtaining information concerning guarantees 
from bank confirmation forms 
¢ Inspecting other documents for possible guar- 
antees by the entity 
The clarified SAS Understanding the Entity and Its 
Environment and Assessing the Risks of Material 
Misstatement (Redrafted) addresses the auditor's 
requirement to obtain an understanding of the enti- 
ty and its environment." In addition, the clarified 
SAS Consideration of Laws and Regulations in an Audit 
of Financial Statements addresses the auditor's 
requirement to obtain an understanding of the enti- 
ty’s legal and regulatory framework applicable to the 
entity and industry or sector in which the entity 
operates and how the entity is complying with that 
framework. 
A44. Audit evidence obtained for purposes of iden- 
tifying litigation, claims, and assessments that may 
give rise to a risk of material misstatement also may 
provide audit evidence regarding other relevant con- 


10. Paragraph 15 of the clarified SAS Written Representations. 
11. Paragraph 12 of the clarified SAS Understanding the Entity and Its 
Environment and Assessing the Risks of Material Misstatement (Redrafted). 





siderations, such as valuation or measurement, 
regarding litigation, claims, and assessments. The 
clarified SAS Auditing Accounting Estimates, Including 
Fair Value Accounting Estimates and Related 
Disclosures addresses the auditor’s consideration of 
litigation, claims, and assessments requiring 
accounting estimates or related disclosures in the 
financial statements. 

A45. This SAS addresses inquiries of the entity’s 
legal counsel with whom management has consult- 
ed. If management has not consulted legal counsel, 
the auditor would rely on the procedures required 
by paragraph 16 to identify litigation, claims, and 
assessments involving the entity, which may give rise 
to a risk of material misstatement, and the written 
representation of management regarding litigation, 
claims, and assessments, as required by the clari- 
fied SAS Written Representations. 


Communication With the Entity’s Legal Counsel 
(Ref: par. 18-24) 
A46. An auditor ordinarily does not possess legal 
skills and, therefore, cannot make legal judgments 
concerning information coming to the auditor's 
attention. 
A47. Direct communication with the entity’s legal 
counsel assists the auditor in obtaining sufficient 
appropriate audit evidence about whether poten- 
tially material litigation, claims, and assessments are 
known and management's estimates of the finan- 
cial implications, including costs, are reasonable. 
A48. The American Bar Association (ABA) has 
approved Statement of Policy Regarding Lawyers’ 
Responses to Auditors’ Requests for Information (the 
ABA statement), which explains the concerns of the 
legal counsel and the nature of the limitations that 
an auditor is likely to encounter in connection with 
seeking direct communication with the entity’s legal 
counsel about litigation, claims, assessments, and 
unasserted claims.” 
A49. A letter of inquiry to the entity’s legal counsel 
is the auditor’s primary means of obtaining corrob- 
oration of the information provided by management 
concerning material litigation, claims, and assess- 
ments. Audit evidence obtained from the entity’s in- 
house general counsel or legal department may 
provide the auditor with the necessary corroboration. 
A50. In certain circumstances, the auditor also may 
judge it necessary to meet with the entity’s legal 
counsel to discuss the likely outcome of the litiga- 
tion or claims. This may be the case, for example, 
when 
* the auditor determines that the matter is a sig- 
nificant risk. 
¢ the matter is complex. 
° adisagreement exists between management and 
the entity’s external legal counsel. 
Ordinarily, such meetings require management’s 
permission and are held with a representative of 
management in attendance. 





12. The Statement of Policy Regarding Lawyers’ Responses to Auditors’ 
Requests for Information is reprinted as exhibit A, “American Bar As- 
sociation Statement of Policy Regarding Lawyers’ Responses to Au- 
ditors’ Requests for Information,” for the convenience of readers but 
is not an integral part of this SAS. 
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AS51. An external legal counsel's response to a let- 
ter of inquiry and the procedures set forth in para- 
graphs 16-17 provide the auditor with sufficient 
appropriate audit evidence concerning the account- 
ing for, and reporting of, pending and threatened 
litigation, claims, and assessments. 

A52. In accordance with the proposed SAS 
Forming an Opinion and Reporting on Financial 
Statements, the auditor is required to date the audi- 
tor’s report no earlier than the date on which the 
auditor has obtained sufficient appropriate audit evi- 
dence on which to base the auditor’s opinion on the 
financial statemenis. Audit evidence about the sta- 
tus of litigation, claims, and assessments up to the 
date of the auditor’s report may be obtained by 
inquiry of management, including in-house legal 
counsel responsible for dealing with the relevant 
matters. The auditor may need to obtain updated 
information from the entity’s legal counsel. 

A53. Because the auditor’s report should be dated 
no earlier than the date on which the auditor has 
obtained sufficient appropriate audit evidence on 
which to base the auditor's opinion on the finan- 
cial statements,” it is preferable thatthe entity’s legal 
counsel’s response be as close to the date of the audi- 
tor’s report as is practicable in the circumstances. 
Specifying the effective date of the entity’s legal 
counsel’s response to reasonably approximate the 
expected date of the auditor’s report may obviate 
the need to obtain updated information from the 
entity’s legal counsel. 

A54. Clearly specifying the earliest acceptable effec- 
tive date of the response and the latest date by which 
it is to be sent to the auditor and informing the enti- 
ty’s legal counsel of these dates timely facilitates the 
entity’s legal counsel's ability to respond timely and 
adequately. A two-week period between the speci- 
fied effective date of the entity’s legal counsel’s 
response and the latest date by which the response 
is to be sent to the auditor is generally sufficient. 
A55. In some circumstances, the legal counsel may 
be required by relevant ethical requirements to 
resign the engagement if the legal counsel’s advice 
concerning financial accounting and reporting for 
litigation, claims, and assessments is disregarded by 
the entity. 

A56. The legal counsel appropriately may limit the 
response to matters to which the legal counsel has 
given substantive attention in the form of legal con- 
sultation or representation. Also, the legal counsel’s 
response may be limited to matters that are consid- 
ered individually or collectively material to the 
financial statements, such as when the entity and 
auditor have reached an understanding on the lim- 
its of materiality for this purpose and management 
has communicated such understanding to the legal 
counsel. Such limitations are not limitations on the 
scope of the audit. 

A57. The legal counsel may be unable to respond 
concerning the likelihood of an unfavorable out- 
come of litigation, claims, and assessments or the 
amount or range of potential loss because of inher- 





13. Paragraph 39 of the proposed SAS Forming an Opinion and Re- 
porting on Financial Statements. 


OFFICIAL RELEASES 


ent uncertainties. Factors influencing the likelihood 
of an unfavorable outcome sometimes may not be 
within the legal counsel’s competence to judge; his- 
torical experience of the entity in similar litigation 
or the experience of other entities may not be rel- 
evant or available, and the amount of the possible 
loss frequently may vary widely at different stages 
of litigation. Consequently, the legal counsel may 
not be able to form a conclusion with respect to 
such matters. In such circumstances, the auditor 
may conclude that the financial statements are 
affected by an uncertainty concerning the outcome 
ofa future event that cannot be reasonably estimat- 
ed. If the auditor is unable to obtain sufficient appro- 
priate audit evidence to conclude that the financial 
statements as a whole are free from material mis- 
statement, the proposed SAS Modifications to the 
Opinion in the Independent Auditor’s Report requires 
the auditor to modify the opinion in addressing the 
effect, if any, of the legal counsel’s response on the 
auditor's report as a result of the scope limitation."* 
A58. An external legal counsel’s refusal to furnish 
the information requested in an inquiry letter either 
in writing or orally may cause a scope limitation 
of the audit sufficient to preclude an unqualified 
opinion. 
A59. Although the auditor would consider the 
inability to review information that could have a sig- 
nificant bearing on the audit as a scope limitation, 
in recognition of the public interest in protecting 
the confidentiality of lawyer-client communications, 
such inability is not intended to require an auditor 
to examine documents that the client identifies as 
subject to the lawyer-client privilege. In the event 
of questions concerning the applicability of this 
privilege, the auditor may request confirmation 
from the entity's legal counsel that the information 
is subject to that privilege and that the information 
was considered by the legal counsel in responding 
to the letter of inquiry or, if the matters are being 
handled by another legal counsel, an identification 
of such legal counsel for the purpose of sending a 
letter of inquiry. 
A60. If management imposes a limitation on the 
scope of the audit and the auditor is unable to obtain 
sufficient appropriate audit evidence by perform- 
ing alternative audit procedures, the auditor is 
required by the proposed SAS Modifications to the 
Opinion in the Independent Auditor’s Report to either 
disclaim an opinion on the financial statements or, 
when practicable, withdraw from the audit." 
A61. In some cases, in order to emphasize the 
preservation of the attorney-client privilege or the 
attorney work-product privilege, some entities may 
include the following or substantially similar lan- 
guage in the audit inquiry letter to legal counsel: 
We do not intend that either our request to you 
to provide information to our auditor or your 
response to our auditor should be construed in 
any way to constitute a waiver of the attorney- 
client privilege or the attorney work-product 





14. Paragraph 7 of the proposed SAS Modifications to the Opinion in 
the Independent Auditor’s Report. 
15. Paragraph 13 of the proposed SAS Modifications to the Opinion in 
the Independent Auditor's Report. 


privilege. 
For the same reason, some legal counsel may 
include the following or substantially similar lan- 
guage in their response letters to auditors: 
The Company [OR OTHER DEFINED TERM] 
has advised us that, by making the request set 
forth in its letter to us, the Company [OR 
OTHER DEFINED TERM] does not intend to 
waive the attorney-client privilege with respect 
to any information which the Company [OR 
OTHER DEFINED TERM] has furnished to us. 
Moreover, please be advised that our response 
to you should not be construed in any way to 
constitute a waiver of the protection of the attor- 
ney work-product privilege with respect to any 
of our files involving the Company [OR OTHER 
DEFINED TERM]. 
Explanatory language similar to the foregoing in the 
letters of the entity or legal counsel is not a limita- 
tion on the scope of the legal counsel’s response. See 
Exhibit B, “Report of the Subcommittee on Audit 
Inquiry Responses.” 
A62. In order to emphasize the preservation of the 
attorney-client privilege with respect to unasserted 
possible claims or assessments, some legal counsel 
may include the following or substantially similar 
language in their responses to audit inquiry letters: 
Please be advised that pursuant to clauses (b) 
and (c) of Paragraph 5 of the ABA Statement of 
Policy [American Bar Association’s Statement of 
Policy Regarding Lawyers’ Responses to 
Auditors’ Requests for Information] and relat- 
ed Commentary referred to in the last paragraph 
of this letter, it would be inappropriate for this 
firm to respond to a general inquiry relating to 
the existence of unasserted possible claims or 
assessments involving the Company. We can 
only furnish information concerning those 
unasserted possible claims or assessments upon 
which the Company has specifically requested 
in writing that we comment. We also cannot 
comment upon the adequacy of the Company’s 
listing, if any, of unasserted possible claims or 
assessments or its assertions concerning the 
advice, if any, about the need to disclose same. 
Additional language similar to the foregoing in a let- 
ter from legal counsel is not a limitation on the scope 
of the audit. However, the ABA statement and the 
understanding between the legal and accounting 
professions assumes that the legal counsel, under 
certain circumstances, will advise and consult with 
the entity concerning the entity’s obligation to make 
financial statement disclosure with respect to 
unasserted possible claims or assessments. 
Confirmation of this understanding is included in 
the legal counsel's response. 
A63. If the auditor believes that there may be actu- 
al or potential material litigation, claims, or assess- 
ments and the entity has not engaged external legal 
counsel relating to such matters, the auditor may 
discuss with the client the possible need to consult 
legal counsel to assist the client in determining the 
appropriate measurement, recognition, or disclo- 
sure of related liabilities or loss contingencies in 
the financial statements, in accordance with the 





www.journalofaccountancy.com 


March 2011 Journal of Accountancy 97 


y 


applicable financial reporting framework. Depending 
on the significance of the matter(s), refusal by man- 
agement to consult legal counsel in these circum- 
stances may result in a scope limitation of the audit 
sufficient to preclude an unqualified opinion. 


Direct Communication With the Entity’s In-House 
Legal Counsel 

A64. In-house legal counsel can range from one 
lawyer to a large staff, with responsibilities ranging 
from specific internal matters to a comprehensive 
coverage of all of the entity’s legal needs, including 
litigation with outside parties. Because both in- 
house and external legal counsel are bound by an 
applicable code of ethics, there should be no sig- 
nificant difference in their professional obligations 
and responsibilities. In some circumstances, exter- 
nal legal counsel, if used at all, may be used only 
for limited purposes, such as data accumulation or 
account collection activity. In such circumstances, 
in-house legal counsel may have the primary 
responsibility for corporate legal matters and may 
be in the best position to know and precisely 
describe the status of all litigation, claims, and 
assessments or to corroborate information provid- 
ed by management. 


Evaluation of the Outcome of Litigation, Claims, or 

Assessment (Ref: par. 22(d)(ii)) 

A65. Although paragraph 5 of the ABA statement 

states that the legal counsel “may in appropriate cir- 

cumstances communicate to the auditor his view 
that an unfavorable outcome is ‘probable’ or 

‘remote,” the legal counsel is not required to use 

those terms in communicating the evaluation to the 

auditor. The auditor may find other wording suffi- 
ciently clear, as long as the terms can be used to clas- 
sify the outcome of the uncertainty under one of the 
three probability classifications established in FASB 

ASC 450. Some examples of evaluations concern- 

ing litigation that may be considered to provide suf- 

ficient clarity that the likelihood of an unfavorable 
outcome is remote, even though they do not use that 
term, are the following: 

¢ “We are of the opinion that this action will not 
result in any liability to the company.” 

¢ “Tt is our opinion that the possible liability to 
the company in this proceeding is nominal in 
amount.” 

¢ “We believe the company will be able to defend 
this action successfully.” 

¢ “We believe that the plaintiff's case against the 
company is without merit.” 

e “Based on the facts known to us, after a full 
investigation, it is our opinion that no liability 
will be established against the company in these 
suits.” 

Absent any contradictory information obtained by 

the auditor either in other parts of the legal coun- 

sel’s letter or otherwise, the auditor need not obtain 
further clarification of evaluations such as the fore- 
going. Because of inherent uncertainties described 
in paragraph A57 and the ABA statement, an eval- 
uation furnished by the legal counsel may indicate 
significant uncertainties or stipulations about 
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whether the client will prevail. The following are 

examples of the legal counsel’s evaluations that are 

unclear about the likelihood of an unfavorable out- 
come: 

e “This action involves unique characteristics 
wherein authoritative legal precedents do not 
seem to exist. We believe that the plaintiff will 
have serious problems establishing the compa- 
ny’s liability under the act; nevertheless, if the 
plaintiff is successful, the award may be substan- 
tial.” 

¢ “It is our opinion that the company will be able 
to assert meritorious defenses to this action.” 
(The term meritorious defenses indicates that the 
entity’s defenses will not be summarily dis- 
missed by the court; it does not necessarily indi- 
cate the legal counsel’s opinion that the entity 
will prevail.) 

¢ “We believe the action can be settled for less 
than the damages claimed.” 

¢ “We are unable to express an opinion as to the 
merits of the litigation at this time. The compa- 
ny believes there is absolutely no merit to the 
litigation.” (If the entity’s legal counsel, with the 
benefit of all relevant information, is unable to 
conclude that the likelihood of an unfavorable 
outcome is remote, it is unlikely that manage- 
ment would be able to form a judgment to that 
effect.) 

¢ “Tn our opinion, the company has a substantial 
chance of prevailing in this action.” (A substan- 
tial chance, a reasonable opportunity, and similar 
terms indicate more uncertainty than an opin- 
ion that the company will prevail.) 

If the auditor is uncertain about the meaning of the 

legal counsel's evaluation, clarification either in a fol- 

low-up letter or conference with the legal counsel 
and entity, appropriately documented, may be 
appropriate. If the legal counsel is still unable to give 
an unequivocal evaluation of the likelihood of an 
unfavorable outcome in writing or orally, the audi- 
tor is required by the proposed SAS Forming an 

Opinion and Reporting on Financial Statements to 

determine the effect, if any, of the legal counsel’s 

response on the auditor's report. 


Segment Information (Ref: par. 25) 

A66. Depending on the applicable financial report- 
ing framework, the entity may be required or per- 
mitted to disclose segment information in the 
financial statements. The auditor's responsibility 
regarding the presentation and disclosure of seg- 
ment information is in relation to the financial state- 
ments as a whole. Accordingly, the auditor is not 
required to perform audit procedures that would be 
necessary to express an opinion on the segment 
information presented on a stand-alone basis. 


Considerations Specific to Governmental 
Entities 

A67. For governmental entities required by the 
applicable financial reporting framework to disclose 
segment information, the auditor’s responsibility 
regarding the presentation and disclosure of seg- 
ment information is in relation to the financial state- 





ments of the opinion unit(s) on which the segment 
information is based."° 


Understanding of the Methods Used by Management 

(Ref: par. 25(a)) 

A68. Depending on the circumstances, examples 

of matters that may be relevant when obtaining an 

understanding of the methods used by management 

in determining segment information and evaluat- 

ing whether such methods are likely to result in dis- 

closure in accordance with the applicable financial 

reporting framework include the following: 

* Sales, transfers, and charges between segments 
and elimination of intersegment amounts 

¢ Comparisons with budgets and other expected 
results (for example, operating profits as a per- 
centage of sales) 

¢ The allocation of assets and costs among seg- 
ments 

* Consistency with prior periods and the adequa- 
cy of the disclosures with respect to inconsis- 
tencies 

° Management's process for identifying those seg- 
ments that require disclosure in accordance with 
the entity’s financial reporting framework 


A69. 

APPENDIX A: ILLUSTRATIVE AUDIT 
INQUIRY LETTER TO LEGAL COUNSEL 
(Ref: par. 22) 

In connection with an audit of our financial state- 
ments at (balance sheet date) and for the (period) 
then ended, management of the Company has pre- 
pared, and furnished to our auditors (mame and 
address of auditors), a description and evaluation 
of certain contingencies, including those set forth 
below involving matters with respect to which you 
have been engaged and to which you have devot- 
ed substantive attention on behalf of the Company 
in the form of legal consultation or representation. 
These contingencies are regarded by management 
of the Company as material for this purpose (man- 
agement may indicate a materiality limit if an under- 
standing has been reached with the auditor). Your 
response should include matters that existed at (bal- 
ance sheet date) and during the period from that 
date to the date of your response. 

[Alternative wording when management 
requests the lawyer to prepare the list that describes 
and evaluates pending or threatened litigation, 
claims, and assessments is as follows: 

In connection with an audit of our financial 

statements as of (balance-sheet date) and for the 

(period) then ended, please furnish our audi- 

tors, (name and address of auditors), with the 

information requested below concerning certain 
contingencies involving matters with respect to 
which you have devoted substantive attention 
on behalf of the Company in the form of legal 
consultation or representation. [When a mate- 
riality limit has been established based on an 
understanding between management and the 





16. Paragraph A14 of the clarified SAS Overall Objectives of the Inde- 
pendent Auditor and the Conduct of an Audit in Accordance With Gener- 
ally Accepted Auditing Standards. 
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auditor, the following sentence should be 
added: This request is limited to contingencies 
amounting to (amount) individually or items 
involving lesser amounts that exceed (amount) 
in the aggregate. | 


Pending or Threatened Litigation (Excluding 
Unasserted Claims) 

[Ordinarily the information would include the fol- 
lowing: (1) the nature of the litigation, (2) the 
progress of the case to date, (3) how management 
is responding or intends to respond to the litigation 
(for example, to contest the case vigorously or to 
seek an out-of-court settlement), and (4) an evalu- 
ation of the likelihood of an unfavorable outcome 
and an estimate, if one can be made, of the amount 
or range of potential loss.] This letter will serve as 
our consent for you to furnish to our auditor all the 
information requested herein. Accordingly, please 
furnish to our auditors such explanation, if any, that 
you consider necessary to supplement the forego- 
ing information, including an explanation of those 
matters as to which your views may differ from 
those stated and an identification of the omission 
of any pending or threatened litigation, claims, and 
assessments or a statement that the list of such mat- 
ters is complete. 

[Alternative wording when management 
requests the lawyer to prepare the list that describes 
and evaluates pending or threatened litigation, 
claims, and assessments is as follows:] 

Regarding pending or threatened litigation, 

claims, and assessments, please include in your 

response: (1) the nature of each matter, (2) the 
progress of each matter to date, (3) how the 

Company is responding or intends to respond 

(for example, to contest the case vigorously or 

seek an out-of-court settlement), and (4) an 

evaluation of the likelihood of an unfavorable 

outcome and an estimate, if one can be made, 

of the amount or range of potential loss. 
Unasserted Claims and Assessments (Considered 
by Management to be Probable of Assertion and 
That, if Asserted, Would Have at Least a Reason- 
able Possibility of an Unfavorable Outcome) 

[Ordinarily management's information would 
include the following: (1) the nature of the matter, 
(2) how management intends to respond if the claim 
is asserted, and (3) an evaluation of the likelihood 
of an unfavorable outcome and an estimate, if one 
can be made, of the amount or range of potential 
loss.] Please furnish to our auditors such explana- 
tion, if any, that you consider necessary to supple- 
ment the foregoing information, including an 
explanation of those matters as to which your views 
may differ from those stated. 

We understand that whenever, in the course of 
performing legal services for us with respect to a 
matter recognized to involve an unasserted possi- 
ble claim or assessment that may call for financial 
statement disclosure, if you have formed a profes- 
sional conclusion that we should disclose or con- 
sider disclosure concerning such possible claim or 
assessment, as a matter of professional responsibil- 
ity to us, you will so advise us and will consult with 
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us concerning the question of such disclosure and 
the applicable requirements of Financial Accounting 
Standards Board (FASB) Accounting Standards 
Codification (ASC) 450, Contingencies. Please specif- 
ically confirm to our auditors that our understand- 
ing is correct. 

[Alternative wording when management 
requests the lawyer to prepare the list that describes 
and evaluates pending or threatened litigation, 
claims, and assessments is as follows:] 

We have represented to our auditors that there 

are no unasserted possible claims or assessments 

that you have advised us are probable of asser- 
tion and must be disclosed in accordance with 

FASB ASC 450. We understand that whenever, 

in the course of performing legal services for us 

with respect to a matter recognized to involve 
an unasserted possible claim or assessment that 
may call for financial statement disclosure, you 
have formed a professional conclusion that we 
should disclose or consider disclosure concern- 
ing such possible claim or assessment, as a mat- 
ter of professional responsibility to us, you will 
so advise us and will consult with us concern- 
ing the question of such disclosure and the 

applicable requirements of FASB ASC 450. 

Please specifically confirm to our auditors that 

our understanding is correct. 

Please specifically identify the nature of and reasons 
for any limitation on your response. 

[The auditor may request the client to inquire 
about additional matters, for example, unpaid or 
unbilled charges or specified information on certain 
contractually assumed obligations of the company, 
such as guarantees of indebtedness of others.] 

[Alternative wording when management 
requests the lawyer to prepare the list that describes 
and evaluates pending or threatened litigation, 
claims, and assessments is as follows:] 

Your response should include matters that exist- 

ed as of (balance-sheet date) and during the 

period from that date to the effective date of 
your response. Please specifically identify the 
nature of and reasons for any limitations on your 
response. Our auditors expect to have the audit 
completed about (expected completion date). 
They would appreciate receiving your reply by 
that date with a specified effective date no ear- 
lier than (ordinarily two weeks before expect- 
ed completion date). 
[Wording that could be used in an audit inquiry let- 
ter, instead of the heading and first paragraph, when 
the client believes that there are no unasserted claims 
or assessments (to be specified to the lawyer for com- 
ment) that are probable of assertion and that, if 
asserted, would have a reasonable possibility of an 
unfavorable outcome as specified by Financial 
Accounting Standards Board Accounting Standards 
Codification 450, Contingencies, is as follows: 
Unasserted claims and assessments—We have 
represented to our auditors that there are no 
unasserted possible claims that you have 
advised us are probable of assertion and must 
be disclosed, in accordance with Financial 
Accounting Standards Board Accounting 


Standards Codification 450, Contingencies. (The 
second paragraph in the section relating to 
unasserted claims and assessments would not 
be altered.)] 


A70. 

EXHIBIT A: AMERICAN BAR 
ASSOCIATION STATEMENT OF POLICY 
REGARDING LAWYERS’ RESPONSES 
TO AUDITORS’ REQUESTS FOR 
INFORMATION (Ref: par. A48) 

Note: This document, in the form herein set forth, 
was approved by the Board of Governors of the 
American Bar Association (ABA) in December 1975, 
which official action permitted its release to lawyers 
and accountants as the standard recommended by 
the ABA for the lawyer's response to letters of audit 


inquiry. 


Source: Statement on Auditing Standards No. 
12, Inquiry of a Client’s Lawyer Concerning 
Litigation, Claims, and Assessments (AICPA, 
Professional Standards, vol. 1, AU sec. 337C) 


Preamble 

The public interest in protecting the confidential- 
ity of lawyer-client communications is fundamen- 
tal. The American legal, political and economic 
systems depend heavily upon voluntary compli- 
ance with the law and upon ready access to a 
respected body of professionals able to interpret 
and advise on the law. The expanding complexi- 
ty of our laws and governmental regulations 
increases the need for prompt, specific and 
unhampered lawyer-client communication. The 
benefits of such communication and early consul- 
tation underlie the strict statutory and ethical obli- 
gations of the lawyer to preserve the confidences 
and secrets of the client, as well as the long-rec- 
ognized testimonial privilege for lawyer-client 
communication. 

Both the Code of Professional Responsibility 
and the cases applying the evidentiary privilege 
recognize that the privilege against disclosure can 
be knowingly and voluntarily waived by the client. 
It is equally clear that disclosure to a third party 
may result in loss of the “confidentiality” essential 
to maintain the privilege. Disclosure to a third 
party of the lawyer-client communication on a par- 
ticular subject may also destroy the privilege as to 
other communications on that subject. Thus, the 
mere disclosure by the lawyer to the outside audi- 
tor, with due client consent, of the substance of 
communications between the lawyer and client 
may significantly impair the client’s ability in other 
contexts to maintain the confidentiality of such 
communications. 

Under the circumstances a policy of audit pro- 
cedure which requires clients to give consent and 
authorize lawyers to respond to general inquiries 
and disclose information to auditors concerning 
matters which have been communicated in confi- 
dence is essentially destructive of free and open 
communication and early consultation between 
lawyer and client. The institution of such a policy 
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What Happened 


to SAS 70? 


It has become more common for CPAs in the practice 
of public accounting to be asked to provide assurance 
on subject matter other than financial statements. 


Since 1992, SAS No. 70, Service Organizations (AICPA, 
Professional Standards, vol. 1, AU sec. 324) has been 
the source of the requirements and guidance for 
service auditors and user auditors. SAS No. 70 has 
been divided and replaced by two new standards. 
One is an attestation standard, and the other is an 
auditing standard. The requirements and guidance 
for a service auditor reporting on controls at a service 
organization relevant to user entities internal control 
over financial reporting have been placed in SSAE No. 
16, Reporting on Controls at a Service Organization 
(AICPA, Professional Standards, vol. 1, AT sec. 

801). The requirements and guidance for auditing 

the financial statements of entities that use service 
organizations remains in the auditing standards in 
clarified SAS Audit Considerations Relating to an 
Entity Using a Service Organization. 


The auditing standards primarily provide guidance on 
reporting on an audit of financial statements, whereas 
the attestation standards primarily provide guidance 
on reporting on other subject matter. Moving the 
requirements for service auditors reporting on controls 
at a service organization to the attestation standards 
better reflects the nature of the work a service auditor 
performs. This change also aligns with the Accounting 
Standards Board's (ASB's) project to converge its 
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standards with those of the International Auditing 
and Assurance Standards Board (IAASB). 


One of the new requirements in SSAE No. 16 is for 
the service auditor to obtain a written assertion from 
management of the service organization about the 
fairness of the presentation of its description of the 
service organization’s system and about the suitability 
of the design. That assertion will either accompany 
the service auditor's report or be included in the 
description of the service organization's system. 


In addition, to make practitioners aware of the various 
professional standards available to them for examining 
and reporting on controls at a service organization, and 
to help practitioners select the appropriate standard 
and related report for a particular engagement, the 
AICPA has introduced a series of three different Service 
Organization Control (SOC) reports (SOC 1, SOC 2, 
and SOC 3). This series encompasses the new SSAE 
No. 16, which retains the original purpose of SAS No. 
70, and adds two new reporting options. 


In addition to more detailed information on SOC 
reports, the new alert, Service Organizations: New 
Reporting Options provides illustrative written 
assertions by management of a service organization, 
as well as illustrative SOC reports. This alert is 
designed to provide professional guidelines that 
will enhance both consistency and quality in the 
performance of attest services. 





To order the new edition of the Service Organizations: New Reporting Options visit www.cpa2biz.com or call 1-888-777-7077. 
For the paperback, ask for product # 0224811, member price: $29.00. For the online subscription, ask for product # WDK-XX, 
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would inevitably discourage management from dis- 
cussing potential legal problems with counsel for 
fear that such discussion might become public and 
precipitate a loss to or possible liability of the busi- 
ness enterprise and its stockholders that might oth- 
erwise never materialize. 

Itis also recognized that our legal, political and 
economic systems depend to an important extent 
on public confidence in published financial state- 
ments. To meet this need the accounting profession 
must adopt and adhere to standards and procedures 
that will command confidence in the auditing 
process. It is not, however, believed necessary, or 
sound public policy, to intrude upon the confiden- 
tiality of the lawyer-client relationship in order to 
command such confidence. On the contrary, the 
objective of fair disclosure in financial statements 
is more likely to be better served by maintaining the 
integrity of the confidential relationship between 
lawyer and client, thereby strengthening corporate 
management's confidence in counsel and encour- 
aging its readiness to seek advice of counsel and to 
act in accordance with counsel’s advice. 

Consistent with the foregoing public policy 
considerations, it is believed appropriate to distin- 
guish between, on the one hand, litigation which 
is pending or which a third party has manifested 
to the client a present intention to commence and, 
on the other hand, other contingencies of a legal 
nature or having legal aspects. As regards the for- 
mer category, unquestionably the lawyer represent- 
ing the client in a litigation matter may be the best 
source for a description of the claim or claims 
asserted, the client’s position (e.g., denial, contest, 
etc.), and the client’s possible exposure in the lit- 
igation (to the extent the lawyer is in a position to 
do so). As to the latter category, it is submitted that, 
for the reasons set forth above, it is not in the pub- 
lic interest for the lawyer to be required to respond 
to general inquiries from auditors concerning pos- 
sible claims. 

It is recognized that the disclosure requirements 
for enterprises subject to the reporting require- 
ments of the Federal securities laws are a major 
concern of managements and counsel, as well as 
auditors. It is submitted that compliance therewith 
is best assured when clients are afforded maximum 
encouragement, by protecting lawyer-client confi- 
dentiality, freely to consult counsel. Likewise, 
lawyers must be keenly conscious of the impor- 
tance of their clients being competently advised in 
these matters. 


Statement of Policy 
NOW, THEREFORE, BE IT RESOLVED that it is 
desirable and in the public interest that this 
Association adopt the following Statement of Policy 
regarding the appropriate scope of the lawyer's 
response to the auditor's request, made by the client 
at the request of the auditor, for information con- 
cerning matters referred to the lawyer during the 
course of his representation of the client: 
1. Client Consent to Response. The lawyer may prop- 
erly respond to the auditor's requests for informa- 
tion concerning loss contingencies (the term and 
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concept established by Statement of Financial 

Accounting Standards No. 5,’ promulgated by the 

Financial Accounting Standards Board in March 

1975 and discussed in Paragraph 5.1 of the 

accompanying Commentary), to the extent here- 

inafter set forth, subject to the following: 

a. Assuming that the client’s initial letter 
requesting the lawyer to provide informa- 
tion to the auditor is signed by an agent of 
the client having apparent authority to make 
such a request, the lawyer may provide to 
the auditor information requested, without 
further consent, unless such information 
discloses a confidence or a secret or requires 
an evaluation of a claim. 

b. Inthe normal case, the initial request letter 
does not provide the necessary consent to 
the disclosure of a confidence or secret or 
to the evaluation of a claim since that con- 
sent may only be given after full disclosure 
to the client of the legal consequences of 
such action. 

c. Lawyers should bear in mind, in evaluating 
claims, that an adverse party may assert that 
any evaluation of potential liability is an 
admission. 

d. In securing the client’s consent to the dis- 
closure of confidences or secrets, or the eval- 
uation of claims, the lawyer may wish to 
have a draft of his letter reviewed and 
approved by the client before releasing it to 
the auditor; in such cases, additional expla- 
nation would in all probability be necessary 
so that the legal consequences of the con- 
sent are fully disclosed to the client. 

2. Limitation on Scope of Response. It is appropriate 
for the lawyer to set forth in his response, by 
way of limitation, the scope of his engagement 
by the client. It is also appropriate for the lawyer 
to indicate the date as of which information is 
furnished and to disclaim any undertaking to 
advise the auditor of changes which may there- 
after be brought to the lawyer’s attention. Unless 
the lawyer's response indicates otherwise, (a) it is 
properly limited to matters which have been given 
substantive attention by the lawyer in the form of 
legal consultation and, where appropriate, legal rep- 
resentation since the beginning of the period or peri- 
ods being reported upon, and (b) if a law firm or a 
law department, the auditor may assume that the 
firm or department has endeavored, to the extent 
believed necessary by the firm or department, to 
determine from lawyers currently in the firm or 
department who have performed services for the 
client since the beginning of the fiscal period under 
audit whether such services involved substantive 
attention in the form of legal consultation concern- 





* In July 2009, the Financial Accounting Standards Board (FASB) is- 
sued FASB Accounting Standards Codification™ (ASC) as authoritative. 
FASB ASC is now the source of authoritative U.S, accounting and re- 
porting standards for nongovernmental entities, in addition to guid- 
ance issued by the Securities and Exchange Commission (SEC). As 
of July 1, 2009, all other nongrandfathered, non-SEC accounting lit- 
erature not included in FASB ASC became nonauthoritative. FASB 
Statement No. 5, Accounting for Contingencies, has been codified as 
FASB ASC 450, Contingencies. 





ing those loss contingencies referred to in Paragraph 

5(a) below but, beyond that, no review has been 

made of any of the client’s transactions or other mat- 

ters for the purpose of identifying loss contingencies 
to be described in the response." 

3. Response may be Limited to Material Items. In 
response to an auditor’s request for disclosure 
of loss contingencies of a client, it is appropri- 
ate for the lawyer's response to indicate that the 
response is limited to items which are consid- 
ered individually or collectively material to the 
presentation of the client’s financial statements. 

4. Limited Responses. Where the lawyer is limiting 
his response in accordance with the Statement 
of Policy, his response should so indicate (see 
Paragraph 8). If in any other respect the lawyer 
is not undertaking to respond to or comment 
on particular aspects of the inquiry when 
responding to the auditor, he should consider 
advising the auditor that his response is limit- 
ed, in order to avoid any inference that the 
lawyer has responded to all aspects; otherwise, 
he may be assuming a responsibility which he 
does not intend. 

5. Loss Contingencies. When properly requested by 
the client, it is appropriate for the lawyer to fur- 
nish to the auditor information concerning the 
following matters if the lawyer has been engaged 
by the client to represent or advise the client 
professionally with respect thereto and he has 
devoted substantive attention to them in the 
form of legal representation or consultation: 

a. overtly threatened or pending litigation, 
whether or not specified by the client; 

b. acontractually assumed obligation which the 
client has specifically identified and upon 
which the client has specifically requested, 
in the inquiry letter or a supplement there- 
to, comment to the auditor; 

c. an unasserted possible claim or assessment 
which the client has specifically identified 
and upon which the client has specifically 
requested, in the inquiry letter or a supple- 
ment thereto, comment to the auditor. 

With respect to clause (a), overtly threatened lit- 

igation means that a potential claimant has man- 

ifested to the client an awareness of and present 
intention to assert a possible claim or assessment 
unless the likelihood of litigation (or of settle- 
ment when litigation would normally be avoid- 
ed) is considered remote. With respect to clause 

(c), where there has been no manifestation by 

a potential claimant of an awareness of and pres- 

ent intention to assert a possible claim or assess- 

ment, consistent with the considerations and 
concerns outlined in the Preamble and 

Paragraph 1 hereof, the client should request the 

lawyer to furnish information to the auditor 

only if the client has determined that it is prob- 
able that a possible claim will be asserted, that 
there is a reasonable possibility that the outcome 

(assuming such assertion) will be unfavorable, 





T As contemplated by Paragraph 8 of this Statement of Policy, this 
sentence is intended to be the subject of incorporation by reference 
as therein provided. 
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and that the resulting liability would be mate- 

rial to the financial condition of the client. 

Examples of such situations might (depending 

in each case upon the particular circumstances) 

include the following: (i) a catastrophe, accident 
or other similar physical occurrence in which 
the client’s involvement is open and notorious, 
or (ii) an investigation by a government agency 
where enforcement proceedings have been insti- 
tuted or where the likelihood that they will not 
be instituted is remote, under circumstances 
where assertion of one or more private claims 

for redress would normally be expected, or (iii) 

a public disclosure by the client acknowledg- 

ing (and thus focusing attention upon) the exis- 

tence of one or more probable claims arising out 
of an event or circumstance. In assessing 
whether or not the assertion of a possible claim 
is probable, it is expected that the client would 
normally employ, by reason of the inherent 
uncertainties involved and insufficiency of avail- 
able data, concepts parallel to those used by the 
lawyer (discussed below) in assessing whether 
or not an unfavorable outcome is probable; 
thus, assertion of a possible claim would be con- 
sidered probable only when the prospects of its 
being asserted seem reasonably certain (ie., 
supported by extrinsic evidence strong enough 
to establish a presumption that it will happen) 
and the prospects of nonassertion seem slight. 
It would not be appropriate, however, for 
the lawyer to be requested to furnish informa- 
tion in response to an inquiry letter or supple- 
ment thereto if it appears that (a) the client has 
been required to specify unasserted possible 
claims without regard to the standard suggest- 
ed in the preceding paragraph, or (b) the client 
has been required to specify all or substantial- 
ly all unasserted possible claims as to which 
legal advice may have been obtained, since, in 
either case, such a request would be in sub- 
stance a general inquiry and would be incon- 
sistent with the intent of this Statement of Policy. 
The information that lawyers may proper- 
ly give to the auditor concerning the foregoing 
matters would include (to the extent appropri- 
ate) an identification of the proceedings or mat- 
ter, the stage of proceedings, the claim(s) 
asserted, and the position taken by the client. 
In view of the inherent uncertainties, the 
lawyer should normally refrain from expressing 
judgments as to outcome except in those rela- 
tively few clear cases where it appears to the 
lawyer that an unfavorable outcome is either 

“probable” or “remote”; for purposes of any such 

judgment it is appropriate to use the following 

meanings: 

i. probable—an unfavorable outcome for the 
client is probable if the prospects of the 
claimant not succeeding are judged to be 
extremely doubtful and the prospects for 
success by the client in its defense are 
judged to be slight. 

ii. remote—an unfavorable outcome is remote 
if the prospects for the client not succeed- 
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ing in its defense are judged to be extreme- 

ly doubtful and the prospects of success by 

the claimant are judged to be slight. 

If, in the opinion of the lawyer, considera- 
tions within the province of his professional 
judgment bear on a particular loss contingency 
to the degree necessary to make an informed 
judgment, he may in appropriate circumstances 
communicate to the auditor his view that an 
unfavorable outcome is “probable” or “remote,” 
applying the above meanings. No inference 
should be drawn, from the absence of such a 
judgment, that the client will not prevail. 

The lawyer also may be asked to estimate, 
in dollar terms, the potential amount of loss or 
range of loss in the event that an unfavorable 
outcome is not viewed to be “remote.” In such 
a case, the amount or range of potential loss will 
normally be as inherently impossible to ascer- 
tain, with any degree of certainty, as the outcome 
of the litigation. Therefore, it is appropriate for 
the lawyer to provide an estimate of the amount 
or range of potential loss (if the outcome should 
be unfavorable) only if he believes that the prob- 
ability of inaccuracy of the estimate of the 
amount or range of potential loss is slight. 

The considerations bearing upon the diffi- 
culty in estimating loss (or range of loss) where 
pending litigation is concerned are obviously 
even more compelling in the case of unassert- 
ed possible claims. In most cases, the lawyer will 
not be able to provide any such estimate to the 
auditor. 

As indicated in Paragraph 4 hereof, the audi- 
tor may assume that all loss contingencies spec- 
ified by the client in the manner specified in 
clauses (b) and (c) above have received comment 
in the response, unless otherwise therein indi- 
cated. The lawyer should not be asked, nor need 
the lawyer undertake, to furnish information to 
the auditor concerning loss contingencies except 
as contemplated by this Paragraph 5. 

Lawyer's Professional Responsibility. Independent 
of the scope of his response to the auditor's 
request for information, the lawyer, depending 
upon the nature of the matters as to which he 
is engaged, may have as part of his profession- 
al responsibility to his client an obligation to 
advise the client concerning the need for or 
advisability of public disclosure of a wide range 
of events and circumstances. The lawyer has an 
obligation not knowingly to participate in any 
violation by the client of the disclosure require- 
ments of the securities laws. In appropriate cir- 
cumstances, the lawyer also may be required 
under the Code of Professional Responsibility 
to resign his engagement if his advice concern- 
ing disclosures is disregarded by the client. The 
auditor may properly assume that whenever, in 
the course of performing legal services for the 
client with respect to a matter recognized to 
involve an unasserted possible claim or assess- 
ment which may call for financial statement dis- 
closure, the lawyer has formed a professional 
conclusion that the client must disclose or con- 


sider disclosure concerning such possible claim 
or assessment, the lawyer, as a matter of pro- 
fessional responsibility to the client, will so 
advise the client and will consult with the client 
concerning the question of such disclosure and 
the applicable requirements’ of FAS 5. 

7. Limitation on Use of Response. Unless otherwise 
stated in the lawyer's response, it shall be solely for 
the auditor’s information in connection with his 
audit of the financial condition of the client and is 
not to be quoted in whole or in part or otherwise 
referred to in any financial statements of the client 
or related documents, nor is it to be filed with any 
governmental agency or other person, without the 
lawyer's prior written consent.’ Notwithstanding 
such limitation, the response can properly be fur- 
nished to others in compliance with court process 
or when necessary in order to defend the auditor 
against a challenge of the audit by the client or a 
regulatory agency, provided that the lawyer is given 
written notice of the circumstances at least twenty 
days before the response is so to be furnished to oth- 
ers, or as long in advance as possible if the situa- 
tion does not permit such period of notice.’ 

8. General. This Statement of Policy, together with 
the accompanying Commentary (which is an inte- 
gral part hereof), has been developed for the gen- 
eral guidance of the legal profession. Ina particular 
case, the lawyer may elect to supplement or mod- 
ify the approach hereby set forth. If desired, this 
Statement of Policy may be incorporated by ref- 
erence in the lawyer's response by the following 
statement: “This response is limited by, and in 
accordance with, the ABA Statement of Policy 
Regarding Lawyers’ Responses to Auditors’ 
Requests for Information (December 1975); with- 
out limiting the generality of the foregoing, the 
limitations set forth in such Statement on the 
scope and use of this response (Paragraphs 2 and 
7) are specifically incorporated herein by refer- 
ence, and any description herein of any ‘loss con- 
tingencies’ is qualified in its entirety by Paragraph 
5 of the Statement and the accompanying 
Commentary (which is an integral part of the 
Statement).” 

The accompanying Commentary is an integral part 

of this Statement of Policy. 


Commentary 

Paragraph 1 (Client Consent to Response) 

In responding to any aspect of an auditor’s inquiry 
letter, the lawyer must be guided by his ethical obli- 
gations as set forth in the Code of Professional 
Responsibility. Under Canon 4 of the Code of Pro- 
fessional Responsibility a lawyer is enjoined to pre- 
serve the client’s confidences (defined as information 


+ Under FAS 5, when there has been no manifestation by a poten- 
tial claimant of an awareness of a possible claim or assessment, dis- 
closure of an unasserted possible claim is required only if the enter- 
prise concludes that (i) it is probable that a claim will be asserted, 
(ii) there is a reasonable possibility, if the claim is in fact asserted, that 
the outcome will be unfavorable, and (ii) the liability resulting from 
such unfavorable outcome would be material to its financial condi- 
tion, 

+ As contemplated by Paragraph 8 of this Statement of Policy, this 
sentence is intended to be the subject of incorporation by reference 
as therein provided. 
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protected by the attormey-client privilege under 
applicable law) and the client’s secrets (defined as 
other information gained in the professional rela- 
tionship that the client has requested be held 
inviolate or the disclosure of which would be 
embarrassing or would be likely to be detrimental 
to the client). The observance of this ethical obli- 
gation, in the context of public policy, “... not only 
facilitates the full development of facts essential to 
proper representation of the client but also encour- 
ages laymen to seek early legal assistance.” (Ethical 
Consideration 4-1). 

The lawyer's ethical obligation therefore 
includes a much broader range of information than 
that protected by the attorney-client privilege. As 
stated in Ethical Consideration 4-4: “The attorney- 
client privilege is more limited than the ethical obli- 
gation of a lawyer to guard the confidences and 
secrets of his client. This ethical precept, unlike the 
evidentiary privilege, exists without regard to the 
nature or source of information or the fact that oth- 
ers share the knowledge.” 

In recognition of this ethical obligation, the 
lawyer should be careful to disclose fully to his client 
any confidence, secret or evaluation that is to be 
revealed to another, including the client's auditor, 
and to satisfy himself that the officer or agent of a 
corporate client consenting to the disclosure under- 
stands the legal consequences thereof and has 
authority to provide the required consent. 

The law in the area of attorney-client privilege 
and the impact of statements made in letters to audi- 
tors upon that privilege has not yet been developed. 
Based upon cases treating the attorney-client priv- 
ilege in other contexts, however, certain generaliza- 
tions can be made with respect to the possible 
impact of statements in letters to auditors. 

It is now generally accepted that a corporation 
may claim the attorney-client privilege. Whether the 
privilege extends beyond the control group of the 
corporation (a concept found in the existing deci- 
sional authority), and if so, how far, is yet unresolved. 

If a client discloses to a third party a part of any 
privileged communication he has made to his attor- 
ney, there may have been a waiver as to the whole 
communication; further, it has been suggested that 
giving accountants access to privileged statements 
made to attorneys may waive any privilege as to 
those statements. Any disclosure of privileged com- 
munications relating to a particular subject matter 
may have the effect of waiving the privilege on 
other communications with respect to the same 
subject matter. 

To the extent that the lawyer’s knowledge of 
unasserted possible claims is obtained by means of 
confidential communications from the client, any 
disclosure thereof might constitute a waiver as fully 
as if the communication related to pending claims. 

A further difficulty arises with respect to requests 
for evaluation of either pending or unasserted pos- 
sible claims. It might be argued that any evaluation 
of a claim, to the extent based upon a confidential 
communication with the client, waives any privilege 
with respect to that claim. 

Another danger inherent in a lawyer's placing a 


OFFICIAL RELEASES 


value on a claim, or estimating the likely result, is 
that such a statement might be treated as an admis- 
sion or might be otherwise prejudicial to the client. 

The Statement of Policy has been prepared in 
the expectation that judicial development of the 
law in the foregoing areas will be such that useful 
communication between lawyers and auditors in 
the manner envisaged in the Statement will not 
prove prejudicial to clients engaged in or threat- 
ened with adversary proceedings. If developments 
occur contrary to this expectation, appropriate 
review and revision of the Statement of Policy may 
be necessary. 


Paragraph 2 (Limitation on Scope of Response) 
In furnishing information to an auditor, the lawyer 
can properly limit himself to loss contingencies 
which he is handling on a substantive basis for the 
client in the form of legal consultation (advice and 
other attention to matters not in litigation by the 
lawyer in his professional capacity) or legal repre- 
sentation (counsel of record or other direct profes- 
sional responsibility for a matter in litigation). Some 
auditors’ inquiries go further and ask for informa- 
tion on matters of which the lawyer “has knowl- 
edge.” Lawyers are concerned that such a broad 
request may be deemed to include information com- 
ing from a variety of sources including social con- 
tact and third party contacts as well as professional 
engagement and that the lawyer might be criticized 
or subjected to liability if some of this information 
is forgotten at the time of the auditor's request. 

It is also believed appropriate to recognize that 
the lawyer will not necessarily have been author- 
ized to investigate, or have investigated, all legal 
problems of the client, even when on notice of some 
facts which might conceivably constitute a legal 
problem upon exploration and development. Thus, 
consideration in the form of preliminary or pass- 
ing advice, or regarding an incomplete or hypothet- 
ical state of facts, or where the lawyer has not been 
requested to give studied attention to the matter in 
question, would not come within the concept of 
“substantive attention” and would therefore be 
excluded. Similarly excluded are matters which may 
have been mentioned by the client but which are 
not actually being handled by the lawyer. Paragraph 
2 undertakes to deal with these concerns. 

Paragraph 2 is also intended to recognize the 
principle that the appropriate lawyer to respond as 
to a particular loss contingency is the lawyer hav- 
ing charge of the matter for the client (e.g., the 
lawyer representing the client in a litigation matter 
and/or the lawyer having overall charge and super- 
vision of the matter), and that the lawyer not hav- 
ing that kind of role with respect to the matter 
should not be expected to respond merely because 
of having become aware of its existence in a gener- 
al or incidental way. 

The internal procedures to be followed by a law 
firm or law department may vary based on factors 
such as the scope of the lawyer’s engagement and 
the complexity and magnitude of the client’s affairs. 
Such procedures could, but need not, include use 
of a docket system to record litigation, consultation 





with lawyers in the firm or department having prin- 
cipal responsibility for the client's affairs or other 
procedures which, in light of the cost to the client, 
are not disproportionate to the anticipated benefit 
to be derived. Although these procedures may not 
necessarily identify all matters relevant to the 
response, the evolution and application of the 
lawyer’s customary procedures should constitute a 
reasonable basis for the lawyer's response. 

As the lawyer’s response is limited to matters 
involving his professional engagement as counsel, 
such response should not include information con- 
cerning the client which the lawyer receives in 
another role. In particular, a lawyer who is also a 
director or officer of the client would not include 
information which he received as a director or offi- 
cer unless the information was also received (or, 
absent the dual role, would in the normal course 
be received) in his capacity as legal counsel in the 
context of his professional engagement. Where the 
auditor’s request for information is addressed to a 
law firm as a firm, the law firm may properly assume 
that its response is not expected to include any 
information which may have been communicated 
to the particular individual by reason of his serv- 
ing in the capacity of director or officer of the client. 
The question of the individual's duty, in his role as 
a director or officer, is not here addressed. 


Paragraph 3 (Response May Cover only 
Material Items in Certain Cases) 

Paragraph 3 makes it clear that the lawyer may 
optionally limit his responses to those items which 
are individually or collectively material to the audi- 
tor’s inquiry. If the lawyer takes responsibility for 
making a determination that a matter is not mate- 
rial for the purposes of his response to the audit 
inquiry, he should make it clear that his response 
is so limited. The auditor, in such circumstance, 
should properly be entitled to rely upon the lawyer's 
response as providing him with the necessary cor- 
roboration. It should be emphasized that the 
employment of inside general counsel by the client 
should not detract from the acceptability of his 
response since inside general counsel is as fully 
bound by the professional obligations and respon- 
sibilities contained in the Code of Professional 
Responsibility as outside counsel. If the audit 
inquiry sets forth a definition of materiality but the 
lawyer utilizes a different test of materiality, he 
should specifically so state. The lawyer may wish 
to reach an understanding with the auditor concern- 
ing the test of materiality to be used in his response, 
but he need not do so if he assumes responsibility 
for the criteria used in making materiality determi- 
nations. Any such understanding with the auditor 
should be referred to or set forth in the lawyer’s 
response. In this connection, it is assumed that the 
test of materiality so agreed upon would not be so 
low in amount as to result in a disservice to the 
client and an unreasonable burden on counsel. 


Paragraph 4 (Limited Responses) 
The Statement of Policy is designed to recognize the 
obligation of the auditor to complete the procedures 
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considered necessary to satisfy himself as to the fair 
presentation. of the company’s financial condition 
and results, in order to render a report which 
includes an opinion not qualified because of a lim- 
itation on the scope of the audit. In this connection, 
reference is made to SEC Accounting Series Release 
No. 90 [Financial Reporting Release No. 1, section 
607.01(b)], in which it is stated: 

“A’‘subject to’ or ‘except for opinion paragraph 
in which these phrases refer to the scope of the 
audit, indicating that the accountant has not been 
able to satisfy himself on some significant element 
in the financial statements, is not acceptable in cer- 
tificates filed with the Commission in connection 
with the public offering of securities. The ‘subject 
to’ qualification is appropriate when the reference 
is to a middle paragraph or to footnotes explaining 
the status of matters which cannot be resolved at 
statement date.” 


Paragraph 5 (Loss Contingencies) 

Paragraph 5 of the Statement of Policy summarizes 
the categories of “loss contingencies” about which 
the lawyer may furnish information to the auditor. 
The term loss contingencies and the categories relate 
to concepts of accounting accrual and disclosure 
specified for the accounting profession in Statement 
of Financial Accounting Standards No. 5° (“FAS 5”) 
issued by the Financial Accounting Standards Board 
in March, 1975. 


5.1 Accounting Requirements 

To understand the significance of the auditor’s 

inquiry and the implications of any response the 

lawyer may give, the lawyer should be aware of the 
following accounting concepts and requirements set 

out in FAS 5:! 

a. A‘loss contingency” is an existing condition, sit- 
uation or set of circumstances involving uncer- 
tainty as to possible loss to an enterprise that 
will ultimately be resolved when one or more 
events occur or fail to occur. Resolutions of the 
uncertainty may confirm the loss or impairment 
of an asset or the incurrence of a liability. (Para. 
1) 

b. Whena “loss contingency” exists, the likelihood 
that a future event or events will confirm the loss 
or impairment of an asset or the incurrence of 
a liability can range from probable to remote. 
There are three areas within that range, defined 
as follows: 

i. Probable—‘The future event or events are 
likely to occur.” 

ii. Reasonably possible—‘The chance of the 
future event or events occurring is more 
than remote but less than likely.” 

iii, Remote—‘“The chance of the future event or 
events occurring is slight.” (Para. 3) 


* In July 2009, FASB issued FASB ASC as authoritative. FASB ASC 
is now the source of authoritative U.S. accounting and reporting 
standards for nongovernmental entities, in addition to guidance is- 
sued by the SEC. As of July 1, 2009, all other nongrandfathered, non- 
SEC accounting literature not included in FASB ASC became nonau- 
thoritative. FASB Statement No. 5 has been codified as FASB ASC 
450. — 

|| Citations are to paragraph numbers of FAS 5. 
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Accrual in a client’s financial statements by a 
charge to income of the period will be required 
if both the following conditions are met: 

i. “Information available prior to issuance of 
the financial statements indicates that it is 
probable that an asset had been impaired or 
a liability had been incurred at the date of 
the financial statements. It is implicit in this 
condition that it must be probable that one 
or more future events will occur confirm- 
ing the fact of the loss.” (emphasis added; 
footnote omitted) 

ii. “The amount of loss can be reasonably esti- 
mated.” (Para. 8) 

If there is no accrual of the loss contingency in 

the client’s financial statements because one of 

the two conditions outlined in (c) above are not 

met, disclosure may be required as provided in 

the following: 
“If no accrual is made for a loss contingency 
because one or both of the conditions in 
paragraph 8 are not met, or if an exposure 
to loss exists in excess of the amount 
accrued pursuant to the provisions of para- 
graph 8, disclosure of the contingency shall 
be made when there is at least a reasonable pos- 
sibility that a loss or an additional loss may 
have been incurred. The disclosure shall indi- 
cate the nature of the contingency and shall give 
an estimate of the possible loss or range of loss 
or state that such an estimate cannot be made. 
Disclosure is not required of a loss contingency 
involving an unasserted claim or assessment 
when there has been no manifestation by poten- 
tial claimant of an awareness of a possible claim 
or assessment unless it is considered probable 
that a claim will be asserted and there is a rea- 
sonable possibility that the outcome will be 
unfavorable.” (emphasis added; footnote 
omitted) (Para. 10) 

The accounting requirements recognize or spec- 

ify that (i) the opinions or views of counsel are 

not the sole source of audit evidence in mak- 
ing determinations about the accounting 
recognition or treatment to be given to litiga- 
tion, and (ii) the fact that the lawyer is notable 
to express an opinion that the outcome will be 
favorable does not necessarily require an accru- 
al of a loss. Paragraphs 36 and 37 of FAS 5 state 
as follows: 
“If the underlying cause of the litigation, 
claim, or assessment is an event occurring 
before the date of an enterprise’s financial 
statements, the probability of an outcome 
unfavorable to the enterprise must be 
assessed to determine whether the condition 
in paragraph 8(a) is met. Among the factors 
that should be considered are the nature of 
the litigation, claim, or assessment, the 
progress of the case (including progress after 
the date of the financial statements but 
before those statements are issued), the 
opinions or views of legal counsel and other 
advisers, the experience of the enterprise in 
similar cases, the experience of other enter- 


prises, and any decision of the enterprise’s 
management as to how the enterprise 
intends to respond to the lawsuit, claim, or 
assessment (for example, a decision to con- 
test the case vigorously or a decision to seek 
an out-of-court settlement). The fact that 
legal counsel is unable to express an opin- 
ion that the outcome will be favorable to the 
enterprise should not necessarily be inter- 
preted to mean that the condition for accru- 
al of a loss in paragraph 8(a) is met. 

“The filing of a suit or formal assertion 
of a claim or assessment does not automat- 
ically indicate that accrual of a loss may be 
appropriate. The degree of probability of an 
unfavorable outcome must be assessed. The 
condition for accrual in paragraph 8(a) 
would be met if an unfavorable outcome is 
determined to be probable. If an unfavor- 
able outcome is determined to be reason- 
ably possible but not probable, or if the 
amount of loss cannot be reasonably esti- 
mated, accrual would be inappropriate, but 
disclosure would be required by paragraph 
10 of this Statement.” 

f. Paragraph 38 of FAS 5 focuses on certain exam- 
ples concerning the determination by the enter- 
prise whether an assertion of an unasserted 
possible claim may be considered probable: 

“With respect to unasserted claims and 
assessments, an enterprise must determine 
the degree of probability that a suit may be 
filed or a claim or assessment may be assert- 
ed and the possibility of an unfavorable out- 
come. For example, a catastrophe, accident, 
or other similar physical occurrence pre- 
dictably engenders claims for redress, and 
in such circumstances their assertion may 
be probable; similarly, an investigation of an 
enterprise by a governmental agency, if 
enforcement proceedings have been or are 
likely to be instituted, is often followed by 
private claims for redress, and the probabil- 
ity of their assertion and the possibility of 
loss should be considered in each case. By 
way of further example, an enterprise may 
believe there is a possibility that it has 
infringed on another enterprise’s patent 
rights, but the enterprise owning the patent 
rights has not indicated an intention to take 
any action and has not even indicated an 
awareness of the possible infringement. In 
that case, a judgment must first be made as 
to whether the assertion of a claim is prob- 
able. If the judgment is that assertion is not 
probable, no accrual or disclosure would be 
required. On the other hand, if the judg- 
ment is that assertion is probable, then a sec- 
ond judgment must be made as to the 
degree of probability of an unfavorable out- 
come. If an unfavorable outcome is proba- 
ble and the amount of loss can be 
reasonably estimated, accrual of a loss is 
required by paragraph 8. If an unfavorable 
outcome is probable but the amount of loss 
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cannot be reasonably estimated, accrual 
would not be appropriate, but disclosure 
would be required by paragraph 10. If an 
unfavorable outcome is reasonably possible 
but not probable, disclosure would be 
required by paragraph 10.” 
For a more complete presentation of FAS 5, refer- 
ence is made to AU section 337B, Exhibit I—Excerpts 
From Financial Accounting Standards Board 
Accounting Standards Codification 450, 
Contingencies (AICPA, Professional Standards, vol. 
1), in which are set forth excerpts selected by the 
AICPA as relevant to a Statement on Auditing 
Standards, issued by its Auditing Standards 
Executive Committee, captioned “Inquiry of a 
Client’s Lawyer Concerning Litigation, Claims, and 
Assessments.” 


5.2 Lawyer’s Response 

Concepts of probability inherent in the usage of 
terms like “probable” or “reasonably possible” or 
“remote” mean different things in different contexts. 
Generally, the outcome of, or the loss which may 
result from, litigation cannot be assessed in any way 
that is comparable to a statistically or empirically 
determined concept of “probability” that may be 
applicable when determining such matters as 
reserves for warranty obligations or accounts receiv- 
able or loan losses when there is a large number of 
transactions and a substantial body of known his- 
torical experience for the enterprise or comparable 
enterprises. While lawyers are accustomed to coun- 
seling clients during the progress of litigation as to 
the possible amount required for settlement purpos- 
es, the estimated risks of the proceedings at partic- 
ular times and the possible application or 
establishment of points of law that may be relevant, 
such advice to the client is not possible at many 
stages of the litigation and may change dramatical- 
ly depending upon the development of the proceed- 
ings. Lawyers do not generally quantify for clients 
the “odds” in numerical terms; if they do, the quan- 
tification is generally only undertaken in an effort 
to make meaningful, for limited purposes, a whole 
host of judgmental factors applicable at a particular 
time, without any intention to depict “probability” 
in any statistical, scientific or empirically-grounded 
sense. Thus, for example, statements that litigation 
is being defended vigorously and that the client has 
meritorious defenses do not, and do not purport to, 
make a statement about the probability of outcome 
in any measurable sense. 

Likewise, the “amount” of loss—that is, the total 
of costs and damages that ultimately might be 
assessed against a client—will, in most litigation, be 
a subject of wide possible variance at most stages; 
it is the rare case where the amount is precise and 
where the question is whether the client against 
which claim is made is liable either for all of it or 
none of it. 

In light of the foregoing considerations, it must 
be concluded that, as a general rule, it should not 
be anticipated that meaningful quantifications of 
“probability” of outcome or amount of damages can 
be given by lawyers in assessing litigation. To pro- 
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vide content to the definitions set forth in Paragraph 
5 of the Statement of Policy, this Commentary 
amplifies the meanings of the terms under discus- 
sion, as follows: 

“probable” —An unfavorable outcome is normal- 
ly “probable” if, but only if, investigation, prepa- 
ration (including development of the factual 
data and legal research) and progress of the mat- 
ter have reached a stage where a judgment can 
be made, taking all relevant factors into account 
which may affect the outcome, that it is extreme- 
ly doubtful that the client will prevail. 
“remote”—The prospect for an unfavorable out- 
come appears, at the time, to be slight; ie., it is 
extremely doubtful that the client will not pre- 
vail. Normally, this would entail the ability to 
make an unqualified judgment, taking into 
account all relevant factors which may affect the 
outcome, that the client may confidently expect 
to prevail on a motion for summary judgment 
on all issues due to the clarity of the facts and 
the law. 

In other words, for purposes of the lawyer’s 
response to the request to advise auditors about lit- 
igation, an unfavorable outcome will be “probable” 
only if the chances of the client prevailing appear 
slight and of the claimant losing appear extreme- 
ly doubtful; it will be “remote” when the client’s 
chances of losing appear slight and of not winning 
appear extremely doubtful. It is, therefore, to be 
anticipated that, in most situations, an unfavorable 
outcome will be neither “probable” nor “remote” 
as defined in the Statement of Policy. 

The discussion above about the very limited 
basis for furnishing judgments about the outcome 
of litigation applies with even more force to a judg- 
ment concerning whether or not the assertion of a 
claim not yet asserted is “probable.” That judgment 
will infrequently be one within the professional 
competence of lawyers and therefore the lawyer 
should not undertake such assessment except where 
such judgment may become meaningful because of 
the presence of special circumstances, such as catas- 
trophes, investigations and previous public disclo- 
sure as cited in Paragraph 5 of the Statement of 
Policy, or similar extrinsic evidence relevant to such 
assessment. Moreover, it is unlikely, absent relevant 
extrinsic evidence, that the client or anyone else will 
be ina position to make an informed judgment that 
assertion of a possible claim is “probable” as 
opposed to “reasonably possible” (in which event 
disclosure is not required). In light of the legitimate 
concern that the public interest would not be well 
served by resolving uncertainties in a way that 
invites the assertion of claims or otherwise causes 
unnecessary harm to the client and its stockhold- 
ers, a decision to treat an unasserted claim as “prob- 
able” of assertion should be based only upon 
compelling judgment. 

Consistent with these limitations believed 
appropriate for the lawyer, he should not represent 
to the auditor, nor should any inference from his 
response be drawn, that the unasserted possible 
claims identified by the client (as contemplated by 
Paragraph 5(c) of the Statement of Policy) represent 








all such claims of which the lawyer may be aware 
or that he necessarily concurs in his client’s deter- 
mination of which unasserted possible claims war- 
rant specification by the client; within proper limits, 
this determination is one which the client is enti- 
tled to make—and should make—and it would be 
inconsistent with his professional obligations for the 
lawyer to volunteer information arising from his 
confidential relationship with his client. 

As indicated in Paragraph 5, the lawyer also may 
be asked to estimate the potential loss (or range) in 
the event that an unfavorable outcome is not viewed 
to be “remote.” In sucha case, the lawyer would pro- 
vide-an estimate only if he believes that the proba- 
bility of inaccuracy of the estimate of the range or 
amount is slight. What is meant here is that the esti- 
mate of amount of loss presents the same difficul- 
ty as assessment of outcome and that the same 
formulation of “probability” should be used with 
respect to the determination of estimated loss 
amounts as should be used with respect to estimat- 
ing the outcome of the matter. 

In special circumstances, with the proper con- 
sent of the client, the lawyer may be better able to 
provide the auditor with information concerning 
loss contingencies through conferences where there 
is opportunity for more detailed discussion and 
interchange. However, the principles set forth in the 
Statement of Policy and this Commentary are fully 
applicable to such conferences. 

Subsumed throughout this discussion is the 
ongoing responsibility of the lawyer to assist his 
client, at the client’s request, in complying with the 
requirements of FAS 5 to the extent such assistance 
falls within his professional competence. This will 
continue to involve, to the extent appropriate, priv- 
ileged discussions with the client to provide a bet- 
ter basis on which the client can make accrual and 
disclosure determinations in respect of its financial 
statements. 

In addition to the considerations discussed 
above with respect to the making of any judgment 
or estimate by the lawyer in his response to the audi- 
tor, including with respect to a matter specifically 
identified by the client, the lawyer should also bear 
in mind the risk that the furnishing of such a judg- 
ment or estimate to any one other than the client 
might constitute an admission or be otherwise prej- 
udicial to the client’s position in its defense against 
such litigation or claim (see Paragraph 1 of the 
Statement of Policy and of this Commentary). 


Paragraph 6 (Lawyer's Professional 
Responsibility) 

The client must satisfy whatever duties it has rela- 
tive to timely disclosure, including appropriate dis- 
closure concerning material loss contingencies, and, 
to the extent such matters are given substantive 
attention in the form of legal consultation, the 
lawyer, when his engagement is to advise his client 
concerning a disclosure obligation, has a responsi- 
bility to advise his client concerning its obligations 
in this regard. Although lawyers who normally con- 
fine themselves to a legal specialty such as tax, 
antitrust, patent or admiralty law, unlike lawyers 
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consulted about SEC or general corporate matters, 
would not be expected to advise generally concern- 
ing the client's disclosure obligations in respect of 
a matter on which the lawyer is working, the legal 
specialist should counsel his client with respect to 
the client’s obligations under FAS 5 to the extent 
contemplated herein. Without regard to legal spe- 
cialty, the lawyer should be mindful of his profes- 
sional’ responsibility to the client described in 
Paragraph 6 of the Statement of Policy concerning 
disclosure. 

The lawyer's responsibilities with respect to his 
client’s disclosure obligations have been a subject 
of considerable discussion and there may be, in due 
course, clarification and further guidance in this 
regard. In any event, where in the lawyer’s view it 
is clear that (i) the matter is of material importance 
and seriousness, and (ii) there can be no reasonable 
doubt that its non-disclosure in the client’s finan- 
cial statements would be a violation of law giving 
rise to material claims, rejection by the client of his 
advice to call the matter to the attention of the audi- 
tor would almost certainly require the lawyer’s with- 
drawal from employment in accordance with the 
Code of Professional Responsibility. (See, e.g., 
Disciplinary Rule 7-102 (A)G) and (7), and 
Disciplinary Rule 2-110 (B)(2).) Withdrawal under 
such circumstances is obviously undesirable and 
might present serious problems for the client. 
Accordingly, in the context of financial accounting 
and reporting for loss contingencies arising from 
unasserted claims, the standards for which are con- 
tained in FAS 5, clients should be urged to disclose 
to the auditor information concerning an unassert- 
ed possible claim or assessment (not otherwise 
specifically identified by the client) where in the 
course of the services performed for the client it has 
become clear to the lawyer that (i) the client has no 
reasonable basis to conclude that assertion of the 
claim is not probable (employing the concepts here- 
by enunciated) and (ii) given the probability of 
assertion, disclosure of the loss contingency in the 
client’s financial statements is beyond reasonable 
dispute required. 


Paragraph 7 (Limitation on Use of Response) 
Some inquiry letters make specific reference to, and 
one might infer from others, an intention to quote 
verbatim or include the substance of the lawyer’s 
reply in footnotes to the client’s financial statements. 
Because the client’s prospects in pending litigation 
may shift as a result of interim developments, and 
because the lawyer should have an opportunity, if 
quotation is to be made, to review the footnote in 
full, it would seem prudent to limit the use of the 
lawyer’s reply letter. Paragraph 7 sets out sucha lim- 
itation. 

Paragraph 7 also recognizes that it may be in the 
client’s interest to protect information contained in 
the lawyer's response to the auditor, if and to the 
extent possible, against unnecessary further disclo- 
sure or use beyond its intended purpose of inform- 
ing the auditor. For example, the response may 
contain information which could prejudice efforts 
to negotiate a favorable settlement of a pending lit- 
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igation described in the response. The requirement 
of consent to further disclosure, or of reasonable 
advance notice where disclosure may be required 
by court process or necessary in defense of the audit, 
is designed to give the lawyer an opportunity to con- 
sult with the client as to whether consent should 
be refused or limited or, in the case of legal process 
or the auditor’s defense of the audit, as to whether 
steps can and should be taken to challenge the 
necessity of further disclosure or to seek protective 
measures in connection therewith. It is believed that 
the suggested standard of twenty days advance 
notice would normally be a minimum reasonable 
time for this purpose. 


Paragraph 8 (General) 

Itis reasonable to assume that the Statement of Policy 
will receive wide distribution and will be readily 
available to the accounting profession. Specifically, 
the Statement of Policy has been reprinted as Exhibit 
II to the Statement on Auditing Standards, “Inquiry 
of a Client’s Lawyer Concerning Litigation, Claims, 
and Assessments,” issued by the Auditing Standards 
Executive Committee of the American Institute of 
Certified Public Accountants. Accordingly, the 
mechanic for its incorporation by reference will facil- 
itate lawyer-auditor communication. The incorpo- 
ration is intended to include not only limitations, 
such as those provided by Paragraphs 2 and 7 of the 
Statement of Policy, but also the explanatory mate- 
rial set forth in this Commentary. 


Annex A 

[Illustrative forms of letters for full response by out- 
side practitioner or law firm and inside general 
counsel to the auditor's inquiry letter. These illus- 
trative forms, which are not part of the Statement 
of Policy, have been prepared by the Committee on 
Audit Inquiry Responses solely in order to assist 
those who may wish to have, for reference purpos- 
es, a form of response which incorporates the prin- 
ciples of the Statement of Policy and accompanying 
Commentary. Other forms of response letters will 
be appropriate depending on the circumstances. ] 


Illustrative Form of Letter for Use by Outside 
Practitioner or Law Firm: 
[Name and Address of Accounting Firm] 
Re: [Name of Client] [and Subsidiaries] 
Dear Sirs: 
By letter date [insert date of request] Mr. [insert name 
and title of officer signing request] of [insert name of 
client] [(the “Company”) or (together with its sub- 
sidiaries, the “Company”)] has requested us to fur- 
nish you with certain information in connection 
with your examination of the accounts of the 
Company as at [insert fiscal year-end]. 

[Insert description of the scope of the lawyer’s 
engagement; the following are sample descriptions:] 

While this firm represents the Company on a 
regular basis, our engagement has been limited to 
specific matters as to which we were consulted by 
the Company. 

[or] 

We call your attention to the fact that this firm 


has during the past year represented the Company 
only in connection with certain [Federal income tax 
matters] [litigation] [real estate transactions] [describe 
other specific matters, as appropriate] and has not 
been engaged for any other purpose. 

Subject to the foregoing and to the last para- 
graph of this letter, we advise you that since [insert 
date of beginning of fiscal period under audit] we have 
not been engaged to give substantive attention to, 
or represent the Company in connection with, 
[material]” loss contingencies coming within the 
scope of clause (a) of Paragraph 5 of the Statement 
of Policy referred to in the last paragraph of this let- 
ter, except as follows: 

[Describe litigation and claims which fit the 
foregoing criteria. ] 

[If the inquiry letter requests information con- 
cerning specified unasserted possible claims or 
assessments and/or contractually assumed obliga- 
tions:] 

With respect to the matters specifically identi- 
fied in the Company’s letter and upon which com- 
ment has been specifically requested, as 
contemplated by clauses (b) or (c) of Paragraph 5 
of the ABA Statement of Policy, we advise you, sub- 
ject to the last paragraph of this letter, as follows: 

[Insert information as appropriate] 

The information set forth herein is [as of the date 
of this letter] [as of [insert date], the date on which 
we commenced our internal review procedures for 
purposes of preparing this response], except as oth- 
erwise noted, and we disclaim any undertaking to 
advise you of changes which thereafter may be 
brought to our attention. 

[Insert information with respect to outstanding 
bills for services and disbursements. ] 

This response is limited by, and in accordance 
with, the ABA Statement of Policy Regarding 
Lawyers’ Responses to Auditors’ Requests for 
Information (December 1975); without limiting the 
generality of the foregoing, the limitations set forth 
in such Statement on the scope and use of this 
response (Paragraphs 2 and 7) are specifically incor- 
porated herein by reference, and any description 
herein of any “loss contingencies” is qualified in its 
entirety by Paragraph 5 of the Statement and the 
accompanying Commentary (which is an integral 
part of the Statement). Consistent with the last sen- 
tence of Paragraph 6 of the ABA Statement of Policy 
and pursuant to the Company’s request, this will 
confirm as correct the Company's understanding as 
set forth in its audit inquiry letter to us that when- 
ever, in the course of performing legal services for 
the Company with respect to a matter recognized 
to involve an unasserted possible claim or assess- 
ment that may call for financial statement disclo- 
sure, we have formed a professional conclusion that 
the Company must disclose or consider disclosure 
concerning such possible claim or assessment, we, 
as a matter of professional responsibility to the 
Company, will so advise the Company and will con- 
sult with the Company concerning the question of 


** Note: See Paragraph 3 of the Statement of Policy and the accom- 
panying Commentary for guidance where the response is limited to 
material items. 
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such disclosure and the applicable requirements of 
Statement of Financial Accounting Standards No. 
5.’ [Describe any other or additional limitation as 
indicated by Paragraph 4 of the Statement] 

Very truly yours, 


Illustrative Form of Letter for Use by Inside 
General Counsel: 

[Name and Address of Accounting Firm] 

Re: [Name of Company] [and Subsidiaries] 

Dear Sirs: 

As General Counsel* of [insert name of client] [(the 
“Company”)] [(together with its subsidiaries, the 
“Company”)], I advise you as follows in connection 
with your examination of the accounts of the 
Company as at [insert fiscal year-end]. 

I call your attention to the fact that as General 
Counsel* for the Company I have general supervi- 
sion of the Company’s legal affairs. [If the general 
legal supervisory responsibilities of the person signing 
the letter are limited, set forth here a clear description 
of those legal matters over which such person exercis- 
es general supervision, indicating exceptions to such 
supervision and situations where primary reliance 
should be placed on other sources.] In such capacity, 
Ihave reviewed litigation and claims threatened or 
asserted involving the Company and have consult- 
ed with outside legal counsel with respect thereto 
where I have deemed appropriate. 

Subject to the foregoing and to the last para- 
graph of this letter, I advise you that since [insert 
date of beginning of fiscal period under audit] neither 
1, nor any of the lawyers over whom I exercise gen- 
eral legal supervision, have given substantive atten- 
tion to, or represented the Company in connection 
with, [material]” loss contingencies coming with- 
in the scope of clause (a) of Paragraph 5 of the 
Statement of Policy referred to in the last paragraph 
of this letter, except as follows: 

[Describe litigation and claims which fit the 
foregoing criteria. ] 

[If information concerning specified unassert- 
ed possible claims or assessments and/or contrac- 
tually assumed obligations is to be supplied:] 

With respect to matters which have been specif- 
ically identified as contemplated by clauses (b) or 
(c) of Paragraph 5 of the ABA Statement of Policy, 
I advise you, subject to the last paragraph of this 
letter, as follows: 

[Insert information as appropriate] 

The information set forth herein is [as of the 
date of this letter] as of [insert date], the date on 
which we commenced our internal review proce- 
dures for purposes of preparing this response], 
except as otherwise noted, and I disclaim any 


* In July 2009, FASB issued FASB ASC as authoritative. FASB ASC 
is now the source of authoritative U.S. accounting and reporting 
standards for nongovernmental entities, in addition to guidance is- 
sued by the SEC. As of July 1, 2009, all other nongrandfathered, non- 
SEC accounting literature not included in FASB ASC became nonau- 
thoritative. FASB Statement No. 5 has been codified as FASB ASC 
450. 

# It may be appropriate in some cases for the response to be given 
by inside counsel other than inside general counsel, in which event 
this letter should be appropriately modified. 

** Note: See Paragraph 3 of the Statement of Policy and the accom- 
panying Commentary for guidance where the response is limited to 
material items. 
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undertaking to advise you of changes which there- 
after may be brought to my attention or to the 
attention of the lawyers over whom I exercise gen- 
eral legal supervision. 

This response is limited by, and in accordance 
with, the ABA Statement of Policy Regarding 
Lawyers’ Responses to Auditors’ Requests for 
Information (December 1975); without limiting the 
generality of the foregoing, the limitations set forth 
in such Statement on the scope and use of this 
response (Paragraphs 2 and 7) are specifically incor- 
porated herein by reference, and any description 
herein of any “loss contingencies” is qualified in its 
entirety by 

Paragraph 5 of the Statement and the accom- 
panying Commentary (which is an integral part of 
the Statement). Consistent with the last sentence of 
Paragraph 6 of the ABA Statement of Policy, this will 
confirm as correct the Company's understanding 
that whenever, in the course of performing legal 
services for the Company with respect to a matter 
recognized to involve an unasserted possible claim 
or assessment that may call for financial statement 
disclosure, I have formed a professional conclusion 
that the Company must disclose or consider disclo- 
sure concerning such possible claim or assessment, 
I, as a matter of professional responsibility to the 
Company, will so advise the Company and will con- 
sult with the Company concerning the question of 
such disclosure and the applicable requirements of 
Statement of Financial Accounting Standards No. 
5.° [Describe any other or additional limitation as 
indicated by Paragraph 4 of the Statement. ] 

Very truly yours, 


ATE: 

EXHIBIT B: REPORT OF THE 
SUBCOMMITTEE ON AUDIT INQUIRY 
RESPONSES! 

Because of a recent court case and other judicial 
decisions involving lawyers’ responses to auditors’ 
requests for information, an area of uncertainty or 
concern has been brought to the Subcommittee’s 
attention and is the subject of the following comment: 

This Committee’s report does not modify the 
ABA Statement of Policy, nor does it constitute an 
interpretation thereof. The Preamble to the ABA 
Statement of Policy states as follows: 

Both the Code of Professional Responsibility and 
the cases applying the evidentiary privilege recognize 
that the privilege against disclosure can be knowing- 
ly and voluntarily waived by the client. It is equally 
clear that disclosure to a third party may result in loss 
of the “confidentiality” essential to maintain the priv- 
ilege. Disclosure to a third party of the lawyer-client 
communication on a particular subject may also 
destroy the privilege as to other communications on 





* In July 2009, FASB issued FASB ASC as authoritative. FASB ASC 
is now the source of authoritative U.S. accounting and reporting 
standards for nongovernmental entities, in addition to guidance is- 
sued by the SEC. As of July 1, 2009, all other nongrandfathered, non- 
SEC accounting literature not included in FASB ASC became nonau- 
thoritative. FASB Statement No. 5 has been codified as FASB ASC 
450. 

1. Excerpted from “Statement of Policy Regarding Lawyers’ Respons- 
es to Auditors’ Requests for Information,” The Business Lawyer 31, no. 
3 (1976). Reprinted by permission of the American Bar Association. 





that subject. Thus, the mere disclosure by the lawyer 
to the outside auditor, with due client consent, of the 
substance of communications between the lawyer 
and client may significantly impair the client’s abil- 
ity in other contexts to maintain the confidentiality 
of such communications. 

Under the circumstances a policy of audit pro- 
cedure which requires clients to give consent and 
authorize lawyers to respond to general inquiries 
and disclose information to auditors concerning 
matters which have been communicated in confi- 
dence is essentially destructive of free and open 
communication and early consultation between 
lawyer and client. The institution of such a policy 
would inevitably discourage management from dis- 
cussing potential legal problems with counsel for 
fear that such discussion might become public and 
precipitate a loss to or possible liability of the busi- 
ness enterprise and its stockholders that might oth- 
erwise never materialize. 

It is also recognized that our legal, political, and 
economic systems depend to an important extent 
on public confidence in published financial state- 
ments. To meet this need the accounting profession 
must adopt and adhere to standards and procedures 
that will command confidence in the auditing 
process. It is not, however, believed necessary, or 
sound public policy, to intrude upon the confiden- 
tiality of the lawyer-client relationship in order to 
command such confidence. On the contrary, the 
objective of fair disclosure in financial statements 
is more likely to be better served by maintaining the 
integrity of the confidential relationship between 
lawyer and client, thereby strengthening corporate 
management's confidence in counsel and to act in 
accordance with counsel’s advice. 

Paragraph 1 of the ABA Statement of Policy pro- 
vides as follows: 

1. Client Consent to Response. The lawyer may prop- 

erly respond to the auditor’s requests for informa- 

tion concerning loss contingencies (the term and 
concept established by Statement of Financial 

Accounting Standards No. 5, promulgated by the 

Financial Accounting Standards Board in March 

1975 and discussed in Paragraph 5.1 of the accom- 

panying commentary), to the extent hereinafter set 

forth, subject to the following: 

a. Assuming that the client’s initial letter request- 
ing the lawyer to provide information to the 
auditor is signed by an agent of the client hav- 
ing apparent authority to make such a request, 
the lawyer may provide to the auditor informa- 
tion requested, without further consent, unless 
such information discloses a confidence or a 
secret or requires an evaluation of a claim. 

b. Inthe normal case, the initial request letter does 
not provide the necessary consent to the disclo- 
sure of a confidence or secret or to the evalua- 
tion of a claim since that consent may only be 
given after full disclosure to the client of the legal 
consequences of such action. 

c. Lawyers should bear in mind, in evaluating 
claims, that an adverse party may assert that any 
evaluation of potential liability is an admission. 

d. Insecuring the client’s consent to the disclosure 
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of confidences or secrets, or the evaluation of 
claims, the lawyer may wish to have a draft of 
his letter reviewed and approved by the client 
before releasing it to the auditor; in such cases, 
additional explanation would in all probability 
be necessary so that the legal consequences of 
the consent are fully disclosed to the client. 

In order to preserve explicitly the evidentiary 
privileges, some lawyers have suggested that clients 
include language in the following or substantially 
similar form: 

We do not intend that either our request to you 
to provide information to our auditor or your 
response to our auditor should be construed in 
any way to constitute a waiver of the attorney- 
client privilege or the attorney work-product 
privilege. 

If client’s request letter does not contain lan- 
guage similar to that in the preceding paragraph, 
the lawyer's statement that the client has so advised 
him or her may be based upon the fact that the 
client has in fact so advised the lawyer, in writing 
or orally, in other communications or in discussions. 

For the same reason, the response letter from 
some lawyers also includes language in the follow- 
ing or substantially similar form: 

The Company [OR OTHER DEFINED TERM] 

has advised us that, by making the request set 

forth in its letter to us, the Company [OR 

OTHER DEFINED TERM] does not intend to 

waive the attorney-client privilege with respect 

to any information which the Company [OR 

OTHER DEFINED TERM] has furnished to us. 

Moreover, please be advised that our response 

to you should not be construed in any way to 

constitute a waiver of the protection of the attor- 
ney work-product privilege with respect to any 
of our files involving the Company [OR OTHER 

DEFINED TERM]. 

We believe that language similar to the forego- 
ing in letters of the client or the lawyer simply 
makes explicit what has always been implicit, 
namely, it expressly states clearly that neither the 
client nor the lawyer intended a waiver. It follows 
that non-inclusion of either or both of the forego- 
ing statements by the client or the lawyer in their 
respective letters at any time in the past or the 
future would not constitute an expression of intent 
to waive the privileges. 

On the other hand, the inclusion of such lan- 
guage does not necessarily assure the client that, 
depending on the facts and circumstances, a waiv- 
er may not be found by a court of law to have 
occurred. 

We do not believe that the foregoing types of 
inclusions cause a negative impact upon the pub- 
lic policy considerations described in the Preamble 
to the ABA Statement of Policy nor do they intrude 
upon the arrangements between the legal profession 
and the accounting profession contemplated by the 
ABA Statement of Policy. Moreover, we do not 
believe that such language interferes in any way with 
the standards and procedures of the accounting pro- 
fession in the auditing process nor should it be con- 
strued as a limitation upon the lawyer's reply to the 
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auditors. We have been informed that the Auditing 
Standards Board of the AICPA has adopted an inter- 
pretation of SAS 12 recognizing the propriety of 
these statements. 

Lawyers, in any case, should be encouraged to 
have their draft letters to auditors reviewed and 
approved by the client before releasing them to the 
auditors and may wish to explain to the client the 
legal consequences of the client’s consent to lawyer's 
response as contemplated by subparagraph 1(d) of 
the Statement of Policy. 


A72. 

EXHIBIT C: COMPARISON OF 
STATEMENT ON AUDITING 
STANDARDS AUDIT EVIDENCE- 
SPECIFIC CONSIDERATIONS FOR 
SELECTED ITEMS WITH 
INTERNATIONAL STANDARD ON 
AUDITING 501, AUDIT EVIDENCE- 
SPECIFIC CONSIDERATIONS FOR 
SELECTED ITEMS 


This analysis was prepared by the Audit and 
Attest Standards staff to highlight substantive 
differences between Statement on Auditing 
Standards (SAS) Audit Evidence—Specific 
Considerations for Selected Items and International 
Standard on Auditing (ISA) 501, Audit Evidence— 


Specific Considerations for Selected Items, and the 
rationale therefore. This analysis is not author- 
itative and is prepared for informational pur- 
poses only. It has not been acted on or reviewed 
by the Auditing Standards Board (ASB). 





The ASB has made various changes to the lan- 
guage throughout the SAS Audit Evidence—Specific 
Considerations for Selected Items, in comparison with 
ISA 501, Audit Evidence—Specific Considerations for 
Selected Items. Such changes have been made to use 
terms applicable in the United States and to make 
the SAS easier to read and apply. The ASB believes 
that such changes will not create differences 
between the application of ISA 501 and the appli- 
cation of the SAS. 

Extant AU section 337, Inquiry of a Client’s Lawyer 
Concerning Litigation, Claims, and Assessments (AICPA, 
Professional Standards, vol. 1), historically has been 
closely linked to Financial Accounting Standards 
Board (FASB) Accounting Standards Codification (ASC) 
450, Contingencies. In addition, the audit inquiry let- 
ters required under extant AU section 337 have been 
subjected to the limitations of the 1975 agreement 
between the AICPA and the American Bar Association 
(ABA treaty). Consequently, extant AU section 337 
addresses (a) audit procedures to test the entity's com- 
pliance with accounting for loss contingencies aris- 
ing from legal exposure and (b) drafting of audit 
inquiry letters that conform to the format agreed 
upon for such letters in terms of the ABA treaty. 
Therefore, the ASB decided that it would be appro- 
priate to retain such content in the SAS because it is 
particular to the U.S. environment and continues to 


be relevant in practice. 

As part of this project, the ASB considered the 
disposition of AU section 332, Auditing Derivatives 
Estimates, Hedging Activities, and Investments in 
Securities (AICPA, Professional Standards, vol. 1). The 
ASB concluded, upon analysis of AU section 332, 
that much of the material in the extant standard is 
best addressed through interpretative guidance in 
the Audit Guide Auditing Derivative Instruments, 
Hedging Activities, and Investments in Securities. 
However, a few requirements in extant AU section 
332 exist that the ASB concluded were not 
addressed by other requirements in the clarified 
standards, primarily those relating to auditing the 
valuation assertion. The ASB concluded that it was 
appropriate to retain these requirements and, there- 
fore, decided to include them and related applica- 
tion guidance in this SAS. ISA 501 does not include 
similar requirements. 

The ASB decided to include paragraph 19 to 
require auditors to seek direct communication with 
the entity’s in-house legal counsel in cases in which 
the entity’s in-house legal counsel has the respon- 
sibility for the entity’s litigation, claims, and assess- 
ments. The inclusion of this requirement was 
indirectly in response to comments received dur- 
ing the exposure of the proposed SAS. The require- 
ment to seek direct communication with in-house 
legal counsel is also consistent with existing U.S. 
practice. 

The ASB decided to include paragraph 20 to 
require auditors to document the basis for any deter- 
mination not to seek direct communication with the 
entity’s external legal counsel. 
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Positions Available 


Nishijima Accounting & Tax LLC seeks F/T Accoun- 
tants in Arlington Heights, IL. B.A. in Business Adminis- 
tration with concentration in Accounting or equivalent 
and fluent in Japanese required. Email CV to Sarwar Za- 
far, Partner at: sz@nishijima-acct.com 


Accountant Wanted by Sky Express, Inc. (Charlotte, NC). 
Responsible for analyzing revenues, maintaining financial 
report and preparing income tax returns for federal and 
state. Bachelor's degree in Accounting and 2 years experi- 
ence required. Must know Excel, ProSystem fx Tax and 
Quickbooks. CPA license required. Respond to: Lei Shi, 
Sky Express, Inc., 7207 Hunters Spring Dr., Charlotte, 
NC 28269. 





PRODUCTS/SERVICES 


OPPORTUNITIES 





Audit Services 


Internal Inspection Services for Peer Review. Out- 
source your yearly internal inspection for compliance 
with peer review. Email: thad.porch@porchcpa.com. 


Books/Publications 


www.501c3Book.com IRS Form 1023. Samples, 
worksheets, links. Options after Automatic Revocation. 
Immediate Download. 


Business Opportunities 


Ri ferral Program 
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Consulting © 


Consultant Available: CPA/CA Focus on internal con- 
trols, risk assessment and compliance audit. Diversified 
industries with Big 4 experience. insa@eastlink.ca 


Education 


CHUA anise Coe eis ace tint ul 

GUE CuEl a caret lice 

.° Earn CPE Credit 

'© No Study Required During Tax Filing Season 
COLCA Cede mts as Hirt) Bots 


Flexible Online Program Designed for 
Busy Accountin g Professionals 


4) William Howard Taft 
—Usniversity- 
Learn More at: 


‘Call Toll Free: (877) 894-TAFT (8238) .www.Taft.edu 





Marketing 


ACQUIRE MORE CLIENTS 
FROM THE INTERNET 


* SEO websites 
* Email newsletters & portal 
* Niche websites 


1 year ROI Money Back Guarantee 
(888) 999-9800 x1 


BUILD 
YOUR FIRM 





Frank Salman CPA: 
1) Started & operated 5 accounting practices. 


2) Individually assisted over 2000 CPAs develop 
their practice. 


3) Appeared in Wall Street Journal and JOA 
(April 2006 Start Your Own Practice). 


“As we just concluded our first full year, 
| am pleased to let you know that we 
achieved our goal of generating 
$200,000 in revenue from high-quality 


clients.” 
Kent, CPA, Las Vegas 


6 es of CPE for $99 








Marketing 


FREE Brochure For Accountants - “How to pstabtich 
your fees.” Go to www.moStad.com/fees or call 
Mostad & Christensen at: (800) 654-1654 





Looking For New Clients? Increase your annual 
billings by telemarketing. (800) 580-3060. TAP 
Telemarketing is the Accountant's Telemarketer. 
www. TapTelemarketing.com 


Practice Development 


FREE REPORT: The Seven Keys to Success in CPA 
Firm Management. Download from: www.cpa trend 
lines.com/seven-keys-research 


Practices For Sale 


AccountingBroker | 
—— Acquisition Group™ 
| Maximize Value When You Sell Your Firm 
“Will You Leave Money 
On The Table?” 


Call Nea For FREE REPORT! REPORT! 


800.419.1223 


accountingbroker.com 


wat 


PROFESSIONAL 


Buy-Sell-Merge 
25+ Years Nationwide Service | 
100% Financing Available 


806-729-9031 


www.cpasales.com 


ACCOUNTING 
Oe aun 





Practices Wanted 





CPA with 25 years experience looking for 
a Florida retirement practitioner with billings 
in the $400,000 range and whose practice 
is comprised of tax, consulting, write-ups, 
payroll, compilations and reviews. 


Searching for a firm located in a desirable beach/ 
resort area with the appropriate 
demographics. 


geoff@sturgilltrostle.com 





Advertise in Journal of Accountancy, 


a trusted source of information for 


CPAs nationwide. 


Please contact us for pricing. 


(800) 237-9851 7 


joa@russelljohns.com 
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IRAs, Roth IRAs, 
SIMPLES and SEPs: 


Contributions, Rollovers, 
Distributions and More 


This course is designed to provide practical insights 
into all tax aspects of IRAs and help CPAs successfully 
manage the complexities. 


Objectives 


e Grasp the tax advantages of traditional IRAs, Roth 
IRAs, SIMPLEs, and SEPs 


e Make the appropriate 
investment vehicle decision 


e (Master the requirements surrounding contributions, 
rollovers, and distributions and avoid associated 
penalties and excise taxes 


Prerequisite: Familiarity with federal tax issues for IRAs 


NASBA Field of Study: Taxes 
Level: Intermediate 
Recommended CPE Credit: 9 
Format: Text 753521 


Regular: $173.75 
AICPA Member: $139.00 


AICPA is registered with the National Association of State Boards of 
OA Cc Accountancy as a Quality Assurance Service (OAS) sponsor of continuing 
if professional education. Participating state boards of accountancy have final 
authority on the acceptance of individual courses for CPE credit. 
Complaints regarding QAS program sponsors may be addressed to NASBA, 
150 Fourth Avenue North, Suite 700, Nashville, TN 37219-2417. Web site: www.nasba.org 


QUALITY ASSURANCE SERVICE 


cpa2biz.com 


888.777.7077 








THE LAST WORD 


| was born in Zambia, raised in neighboring Zimbabwe, and 
came to the United States in 1995, just before my 21st birthday. 


Given that | did other things before jumping into the CPA 
environment and getting that designation, | am your 
“reverse” CPA. Accounting, however, must always have been on 
my mind, because I have always had a certain fascination with 
numbers. My first inclination was to go into banking. So, begin- 
ning in 1996, I worked in banking for a number of years, ending 
as a branch manager. 


| left banking because a friend and | saw an opportunity. In 
1998, people in general had very few choices to get news, 
other than traditional sources. We co-founded a news service to 
provide an alternative place where people could get real-time 
information about the Middle East and North Africa (MENA) 
region. We worked with different newspapers, freelancers, and 
exclusive writers in the MENA region to acquire news localized to 
individual countries and sell it to businesses and news outlets, 
such as Reuters. Our business was going well and growing; we 
wanted to expand our reach and product line by bringing on 
more people to write. My role in our company was that of vice 
chairman of the board and CFO. We were in the process of talk- 
ing with various investors for expansion when 9/11 happened. 
With that tragedy, our ability to get the capital needed was imped- 
ed. We ended up selling assets and closing our doors. 


| studied a year in college in 
Africa in 1994 then con- 
tinued earning a number 

of college credits while 
working in banking in 

the U.S. from 1995 to 
1997. After closing our 
news service, I decided 

to return to school. In 
January 2002, I enrolled 
in North Carolina Wesleyan 
College as a full-time stu- 
dent (while working full time, 
also) and declared accounting 
as a major. By January of 2003, I 
























Maximo Mukelabai, CPA 
Maximo Mukelabai, CPA, PC 
Durham, N.C. 


was studying for the CPA exam, which I took in May and was 
able to pass all four parts in the same sitting. I was licensed in 
September 2003. 


My career as a CPA has been fantastic! At the time I got my 
license, I was working as a budget analyst for a nonprofit in 
North Carolina that does reproductive health training in devel- 
oping countries. My role was managing an annual budget of 
$17 million for activities in about 30 different countries. I left 
that company after three years to work for a nonprofit that sup- 
ports community economic development statewide. I was vice 
president for financial analysis and later CFO. In 2007, i felt the 
entrepreneurial spirit again and stepped out on my own. My 
last employer—the nonprofit where 1 was CFO—became my 
firm’s first major client. 


Ever since becoming a CPA | have tried to participate as an 
active professional. Many young professionals think, “I'll just 
do my work,” but there needs to be an aspect that you are able 
to give back to the profession by participating actively. 


In my state association I’ve been on several committees, 
such as the Not-For-Profit and the Minority Action commit- 
tees. I was chair of the Young CPA Cabinet in 2005-2006. I’ve 
also been on the Speakers Bureau, which allows me to get the 
message out to young people about how dynamic our profes- 
sion is. I’m also active in the AICPA. I was fortunate to be select- 
ed for the inaugural Leadership Academy, and I am on the 
Professional Liability Insurance Program Committee, as well as 
a member of Council. I am also active in the local community 
where I sit on the board for two organizations—a community 
health entity and a conservation entity. I am also active in my 
church, where I am the finance officer. 


| like working with young people. Over the past seven years 
I have maintained contact with several students. Most of these 
relationships arose from a visit to their school or a presenta- 
tion made concerning the value of the CPA credential. One of 
the longest mentoring relationships I've had spans four years 
with a gentleman who was in college when we met. He has now 
passed the exam and is working in industry. 


We are the sum total of our experiences, and | know this is true 

for me. I really believe everything I have participated in has helped 
to bring me to where I am now. This is an incredible place to be. 

—As told to Linda Segall, linda@segallenterprises.com, 

a freelance writer from Jacksonville, Fla. 
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